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H.R 219— HOMEOWNERS* INSURANCE 
AVAILABILITY ACT OF 1997 



THURSDAY, APRIL 23, 1998 

U.S. House of Representatives, 
Committee on Banking and Financial Services, 

Washington, DC. 

The committee met, pursuant to call, at 9:30 a.m., in room 2128, 
Raybum House Office Building, Hon. James A. Leach, 
[chairman of the committee], presiding. 

Present: Chairman Leach; Representatives McCoIIum, Roukema, 
Lazio, Kelly, Weldon, Cook, Hill, LaFalce, Vento, Kanjorski, Ken- 
nedy, C. Maloney of New York, Roybal-Allard, Barrett, Watt, Bent- 
sen, Kilpatrick, J. Maloney of Connecticut, Hooley, Weygand, and 
Sherman. 

Chairman Leach. The hearing will come to order. 

The committee meets today to hear testimony on H.R. 219, the 
Homeowners' Insurance Availability Act of 1997, which was 
introduced by Housing Subcommittee Chairman Rick Lazio. The 
Housing Subcommittee reported the bill on February 4, 1998, with 
bipartisan support. 

The legislation, along with that of a similar proposal of Commit- 
tee Vice Chairman BillMcCollum, highlights a growing problem in 
some States where homeowners' insurance has become difficult, if 
not impossible, to obtain at affordable rates. 

For example, after the 1994 Northridge Earthquake in Califor- 
nia, 95 percent of the homeowners' insurance markets shut down. 
In 1992, Hurricane Andrew in Southeast Florida cost $33 billion 
and, according to the Florida Department of Insurance, created an 
environment where cancellations of homeowners' policies and 
retreat from the State by insurance companies were at hand. 

Moreover, a 1996 study indicated that the number of insurance 
underwriters dropped within the last ten years by 31 percent in 
Florida, 29 percent in Texas, 23 percent in California and 15 per- 
cent in Pennsylvania. These conditions precipitated the creation of 
State insurance programs to meet the gap between homeowners' 
and participating insurers. Despite withdrawals from the insurance 
market, the property casualty industry nearly doubled its capital 
and surplus since 1992 and experienced record market profits in 
1997. 

While there mav be competing philosophical views regarding the 
nature and role of the Federal Government, all parties would agree 
that the problem of insurance availability in disaster-prone areas 
is real and is worthy of congressional attention. 

(1) 
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Traditionally, the issue of natural disaster assistance has been 
under the purview of another committee that primarily focused on 
the Stafford Disaster Assistance Act, mitigation of natural hazards 
through building and zoning code enforcement, as well as Federal 
incentives to expand capital in the reinsurance capital markets. 

The Banking Committee's interest centers on the fundamental 
question of whether there is an appropriate Federal role in inter- 
vention in capital markets to ensure the availability and afford- 
ability of homeowners' insurance in disaster-prone areas, while at 
the same time meeting actuarial standards that avoid the creation 
of imprudential Federal contingent liabilities. 

The Housing Subcommittee neld two hearings on this issue, and 
Mr. Lazio, Mr. McCoIIum and I have had many conversations with 
both Secretary Rubin and Secretary Summers, who have commit- 
ted to working with the committee in perfecting the legislation be- 
fore we move to a full committee markup. 

In addition to Mr. Summers, a broad spectrum of witnesses rep- 
resenting every sector and voice interested in this legislation will 
be before us today. I am hopeful that following this nearing, the 
committee will produce a bill that ensures an open market for 
homeowners' insurance while at the same time protecting the Fed- 
eral Government from unreasonable financial exposure. I believe 
the subcommittee reported bill is a viable foundation and worthy 
of the full committee's consideration. 

[The prepared statement of Hon. James A. Leach can be found 
on page 114 in the appendix.] 

Mr. LaFalce. the Democratic Ranking Member, is recognized for 
openine remarks. 

Mr. LaFalce. Thank you very much, Mr. Chairman. I am very, 
very pleased that vou are bringing this important issue to the at- 
tention of the full committee. I believe the Federal Government 
could play an appropriate role in helping consumers access afford- 
able disaster insurance, but when the Federal Government should 
be involved in an effort and how the Federal Government should 
be involved are key questions we need to really deliberate about. 

I am concerned, though, that few Members might have the time 
to sit through five panels, and that is what we have before us 
today. As for those who are able to stay for the duration of five 

?)anels, I am concerned that they might hear repetitive answers 
rom a number of the witnesses today. I am not sure the panels are 
as balanced as they could be. 

For example, I would like to hear from some official from the 
State of New York or another State that has conducted studies of 
the market of disaster insurance and made a determination that 
creation of a specialized pool to diversify risk is unnecessary. I 
think that perspective might have been helpful. And I would also 
like to have heard from witnesses from Consumers Union and the 
Consumer Law Center who have also studied this issue. 

The only consumer witness, I believe, who is appearing today is 
on the fifth panel, and I don't know how manv Members we will 
have at that time. Key witnesses who can explain private market 
alternatives to the approach taken in the nature of^ H.R. 219, Mr. 
Nutter of the reinsurance industry and Mr. Lewis of Ernst & 
Young, will not be appearing until the fourth panel. 
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Having said that, I do want to say how much I look forward to 
hearing from all the witnesses and then especially the Treasury 
Department today. They have given considerable thought to the ap- 
propriate Federal role in providing disaster insurance, and I agree 
with much of their written testimony. The committee should be 
looking very closely at how we can support the existing disaster in- 
surance market, including the reinsurance industry, in capital mar- 
kets. 

Whatever we do, we must take every precaution not to replace 
the existing market participants, and mstead we must determine 
how we can foster growth within the market. In addition, we must 
sunset the Federal program when the private market can cover the 
losses associated with the 1-in-lOO year event. In addition, we must 
determine how we may inject the Federal Government in the mar- 
ket without exposing a national risk and the undue risk of loss. 

I also look forward to the testimony at the end of the day from 
the Consumer Federation of America, which can assist us in devel- 
oping a Federal program that guarantees that more consumers will 
have access to affordable disaster insurance. Likewise, I am inter- 
ested in whether the Federation believes the bill goes far enough 
in directing States to set aside funds for mitigation programs. 

Mr. Chairman, again I want to thank you very much for conven- 
ing this hearing to help shed light on this very important topic, and 
I look forward to hearing from all the distinguished witnesses be- 
fore us. Thank you. 

Chairman Leach. Thank you, Mr. LaFalce. 

Mr. McCollum. 

Mr. McCollum. Thank you very much, Mr. Chairman. I want to 
thank you for holding this hearing today, as well, and I want to 
compliment my good friend Mr. Lazio for bringing this bill forward, 
H.R. 219, today. I, as you may know, introduceda companion bill, 
H.R. 230, and have sponsored Mr. Lazio's bill as well. 

The bottom line is we do have 1-in-lOO year events that occur in 
catastrophic cases involving hurricanes, earthquakes and so forth, 
and we have no way of dealing with that in terms of the insurance 
structure of the Nation. Reinsurance, while available on a limited 
basis, is not there for the companies that have exposure for these 
catastrophic events. You just simply can't buy it today. And not 
having reinsurance for very large losses that are potentially out 
there is driving up the cost of homeowners' insurance policies in 
my State and elsewhere. 

In addition to that, there is a question of whether or not there 
will be sufficient available insurance in States like California, Flor- 
ida, and many others that are exposed to these kinds of large 
events. If at some point in time a couple of these storms come 
through or the big earthquake, the big banana, hits that never has 
up the middle of the country through Missouri and Illinois and so 
forth, insurers are exposed to enormous risks and may well go fur- 
ther than they have already in attempting to remove themselves 
from those markets. 

So I think it is very important there be a reinsurance market. 
The private industry ideally would be providing that, and I agree 
with Mr. LaFalce that we ought to get to the point some day where 
we do have everything in the private market again. But for right 
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now, what this hearing is about today is to help us, I think, find 
a method of dealing with how we go through the process of provid- 
ing in the interim the reinsurance that is not there. 

The primary purpose of the bill that is before us today is to back 
up State catastrophic funds while introducing an auction compo- 
nent on a State-by-State basis. The question is, in part, whether 
the framework of the bill today that we are hearing is the exact 
right mix. Will the insurers fully participate in the auction market 
that is envisioned in those States which will conduct an auction 
market? Does there need to be an opportunity for a State where 
there is a catastrophic fund, more fully than perhaps is in the bill, 
or in some alternative way to provide auction opportunities for in- 
surance companies themselves to buy in those States of Florida, 
Hawaii and California that already have the catastrophic funds? 
Are the excess-of-loss contracts appropriate? Will the trigger mech- 
anisms be at the right level, what is the right level to trigger the 
payout of monies, and are there problems with the caps that we 
place on the amount of money the Federal Government would be 
supporting in terms of the losses above a certain trigger point? 

This is not a simple matter in terms of technically how you do 
this, and I again commend Mr. Lazio and his subcommittee for 
bringing forth a product to try to get to this point today. And I 
hope today, Mr. Chairman, the witnesses we have will help us sort 
out the problems with the current legislative proposal, ways we can 
improve it, but most of all give us the insight into how we can 
move, finally, a bill that provides a final product to the desk of the 
President for signature for this Congress that will give us the relief 
that is necessary in the reinsurance market for homeowners' cata- 
strophic events, such as windstorm and so forth. 

yfhile I have the microphone, I would like to acknowledge the 
fact that three Floridians will be testifying at one point or another: 
Donald Dowdell, the Deputy General Counsel for the Department 
of Insurance from Florida; Rade Musulin of the Florida Farm Bu- 
reau Insurance Company; and Cathy Whatley on behalf of the Na- 
tional Association of Realtors. 

Mr. Chairman, I imagine this being submitted and admitted 
without a need for this, but I would like to ask unanimous consent 
for the statement of the American Insurance Association that is not 
appearing before us today, but they have asked their statement be 
admitted into the record, and I would like to ask it be done. 

[The statement referred to can be found on page 254 in the ap- 
pendix.] 

Chairman Leach. Without objection. 

Mr. McCoLLUM. Thank vou, Mr. Chairman. 

Chairman Leach. Thank you for that very thoughtful statement. 

Yes, please, go right ahead. 

Ms. Roybal-Allard. First of all, let me begin by commending 
the Chairman for holding this very timely and important hearing. 
It is certainly an issue that is extremely important to the State of 
California. And I would like to give a special acknowledgment to 
my California colleague, Mr. Fazio, who has really been a leader 
on the issue of disaster insurance, as well as to recognize Ms. 
Heimbuch, representing the Western League of Savings Institu- 
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tions, and David Knowles, California's Chief Deputy Insurance 
Commissioner, who will be testifying later. 

Their attendance reinforces the critical need for Congress to ad- 
dress the issue of affordable and accessible disaster relief insurance 
in this country. In my home State of California, the Whittier, Loma 
Prieta and Northridge Earthquake caused billions of dollars of 
damage to uninsured property and many uninsured homeowners 
were unable to pay for the damages, especially the uninsured vic- 
tims of the Nortnridge Earthquake. These borrowers were forced to 
abandon their homes, resulting in severe losses to lending institu- 
tions such as those belonging to the Western League of Savings, 
who were forced to foreclose on these abandoned homes. 

These earthquakes also caused billions of dollars of damage to in- 
sured property. These losses had a profound effect on our State's 
insurance market, and subsequently the availability of earthquake 
insurance to homeowners. 

In the wake of the Northridge Earthquake, California passed leg- 
islation that required insurance companies to offer earthquake in- 
surance with their homeowners' insurance policy. The result was 
that many companies simply stopped selling homeowners' insur- 
ance to avoid losses that may be caused by future earthquakes. 

In order to fill the void lefl by the insurance companies' depar- 
ture, the State created the California Earthquake Authority. While 
this agency increased the availability of earthouake coverage, 
many of our State's residents are still unable to anord the exoroi- 
tant premiums and the high deductibles that are offered by the 
CEA. 

As we in California know. Congress must act to make disaster 
relief insurance both more affordable as well as accessible. I com- 
mend Mr. Lazio and Mr. Fazio for working so diligently to address 
this great problem. However, my chief concern in creating a Fed- 
eral reinsurance program is that the risk and costs are not shifted 
to the Nation's famihes. 

Any piece of legislation should ensure that homeowners, includ- 
ing low- and moderate-income families, have access to affordable 
coverage. Federal policy should also ensure that all parties involved 
take a proactive approach to minimizing the effects of disasters be- 
fore thev occur. Therefore, strong pre-disaster mitigation measures 
should be included in any Federal legislation that Congress ulti- 
mately approves. 

Ana, finally, it is critical that we not only meet the needs of our 
residents, lenders and insurers, but that we find the appropriate 
balance for the involvement of the Federal Government. 

I feel confident that this committee, workine in cooperation with 
the panelists and the consumer groups, will craft effective and 
meaningful legislation. I look forward to hearing from the panel- 
ists, ana once again, Mr. Chairman, I would like to thank you for 
holding this hearing. 

Chairman Leach. Thank you, Ms. Roybal-Allard. 

Mr. Lazio, the distinguished introducer of this legislation. 

Mr. Lazio. Thank you, Mr. Chairman. Let me begin by thanking 
you for your continued and sustained support for our efforts to pro- 
vide homeowner insurance availability to some of the more vulner- 
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able areas of our Nation. I know without your support we would 
not be at the point of considering a legislative solution this year. 

I also want to thank my good friend and colleague, Bill McCol- 
lum, for his work and dedication to the issues surrounding this leg- 
islation and, in general, natural disasters. Certainly his continued 
support has been critical in bringing this to the point where we are 
discussing some of the solutions todav. 

The Homeowners' Insurance Availability Act of 1997, H.R. 219, 
is a bipartisan culmination of years of debate among the Congress, 
the Administration, the insurance industry and consumer groups 
on how best to provide protection for homeowners living in areas 
at risk of earthquakes and hurricanes. I also want to note that Mr. 
Fazio of California has been an ally and partner throughout this 
process, and the technical support, certainlv over the last couple 
months, of Mr. Summers, and the support of Mr. Rubin has helped 
us arrive at this point. 

The first half of the 1990's left parts of the country devastated 
by natural disasters causing more than $30 billion in insured 
losses in California and Florida alone. During that time, the Fed- 
eral Government spent more than $50 billion in natural disaster 
assistance across the country. Obviously not all of that would be 
mitigated with the approach contained in H.R. 219. 

Testimony before the Housing Committee in this Congress 
warned that the East and Gulf Coasts of the United States are en- 
tering a prolonged period of more frequent and more destructive 
hurricane activity. Within the next ten years, almost 75 percent of 
our population will be living within 100 miles of a United States 
coastline. Experts are predicting it may only be a matter of time 
before a single storm causes $50 billion in damages. 

In this environment we find evidence of insiSficient capacity to 
provide insurance to homeowners in these affected areas. Families 
living on both coasts, from New York to Washington State, and 
families living in earthquake-prone regions from Tennessee to Mis- 
souri, are facing the same problem. Many are finding it difficult, 
if not impossible, to obtain adequate insurance protection for their 
homes. We must ask ourselves one simple question: Should we wait 
unprepared for the inevitable and throw a crisis-driven solution in 
the wake of some massive catastrophe, or should we plan for our 
future now? 

Our proposal recognizes that there is indeed a potential crisis of 
homeowners' insurance availability in affected areas across the 
country. It recognizes that currently the private market is unable 
to provide the kind of protection consumers need in some of tiie 
country's most vulnerable areas. 

Should any solution at the Federal level be a surgical strike tar- 

f^eted to encourage and complement the existing industries? Abso- 
utely. Should any Federal solution be temporary in nature, with- 
out intruding upon the private sector? Yes. Does our proposal 
strike an appropriate balance between the need for greater protec- 
tion for homeowners and the belief that the most efficient and most 
effective solutions in the end reside in the private market? Yes, I 
believe it does. 

But as we move forward, we should be careful to remember that 
our proposal is at heart not about the capital markets or the insur- 
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ance industr]^. It is about unprotected families who without some 
relief risk losing what is oftentimes their greatest investment, their 
homes. 

Washington cannot and should not solve the problem directly. In- 
surance is best regulated at the State level where the unique needs 
of communities are better understood. Our proposal honors this 
principle. Where the industry and States are unable to absorb the 
very low-probability, high-cost disasters, the Federal Government 
has an appropriate role to play. And let me be clear: Under this 
proposal, qualified State programs and insurance companies that 
do business in those States must absorb 99 percent of the risk be- 
fore Federal reinsurance would be forthcoming. 

In fact, this legislation as presently draftea would not have been 
triggered by either Hurricane Andrew or the California Northridge 
Eartiiquake because of the growing capacity of those two funds. 
But by providing an umbrella of Federal protection against the 
mega-catastrophe, our legislation gives the industry some assur- 
ances of continued solvency, thereby providing insurance compa- 
nies greater ability and encouragement to protect against lower 
level risks. 

Mr. Chairman. I am hopeful that with your support and the con- 
tinued input of tne Administration, we will be able to move forward 
with legislation in the weeks to come before the beginning of the 
hurricane season. The worst case scenario would be to wait for the 
inevitable catastrophe to hit before we react, without having done 
our due diligence and having prepared ourselves, and having a 
structure in place to provide piece of mind both to the homeowners, 
most importantly, and also a comfort level to insurance companies 
to assure liquidity. 

Let me again thank you for holding this hearing, and I look for- 
ward to today's testimony. 

Chairman Leach. Mr. Watt. 

Mr. Watt. Thank you, Mr. Chairman. I will be brief because I 
would like to get to the witnesses. 

There are two assumptions that generally get made that I want 
to talk about in this context. Most people view me as the raving 
liberal, but on the Judiciary Committee I am actually known as the 
States' rights advocate, and I think more and more people are com- 
ing to learn that I am a strong believer in the market. 

Notwithstanding those two things, however, it has long been my 
belief that one of the areas that the Federal Government has an 
important role in is this area that we are least able to contemplate 
as the private insurers when acts of God occur, although insurance, 
I am sure, is about risk, is to some extent about assessment of risk 
that can be contemplated. 

So I believe there is a role for the Federal Government in this 
area. I am not sure that this is the bill or not, because I am not 
on the subcommittee that marked it up and I am not familiar with 
the provisions of the bill. But it is for that reason that I want to 
applaud the Chairman for conducting this hearing to give all of the 
Members of the Banking Committee the opportunity to understand 
more about this bill, and whether this is tne particular bill that we 
should lobby behind or whether there is some other bill that might 
be more appropriate. 
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In that context, I am looking forward to hearing the testimony 
and getting^ to understand more about this bill and the arguments 
on both siofes of this issue, so that we can try to address a problem 
that I think is incumbent on the Federal Government to address, 
because we are a United States and various different areas of the 
country can get hit without being able to contemplate the kinds of 
disasters that we are here to talk about. 

So I want to thank the Chairman for the hearing, and I yield 
back the balance of my time. 

Chairman Leach. Thank you very much, Mr. Watt. 

Mrs. Kelly, would you like to make an opening statement? You 
are recognized. 

Mrs. KELLY. Thank you, Mr. Chairman. I would like to thank 
you. Chairman Leach, and Ranking Member LaFalce for calling to- 
day's hearing on disaster insurance. 

As a Member of the Subcommittee on Housing, I am familiar 
with the need for the Federal Government to step in at some high 
level of catastrophe when the private sector has reached its limit. 
Of course, that begs the question, what is that number, the limits 
of the private sector coverage. 

Today we have H.R. 219 before us. There are some real merits 
to the approach of H.R. 219 which I am sure we will explore in de- 
tail. We will also continue to take a very close look at and incor- 
porate parts of my friend Mr. McCoUum's legislation on the same 
issue, H.R. 230. Mr. McCollum's approach has a great deal of 
merit, and I hope that today we can continue to explore these ideas 
to make improvements to H.R. 219. 

While disaster insurance is certainly a national issue we need to 
work on, I can't help always coming back to how this legislation 
would affect New York homeowners. In the past few months I have 
had some conversations with different New Yorkers and agencies 
to better understand their views. As Mr. LaFalce said, there are a 
number of agencies in New York that have done some studies. And 
to share these views with the committee, I ask unanimous consent 
to have the Temporary Panel on Homeowners' Insurance Coverage 
report to Governor Pataki dated February 1, 1998, made a part of 
the record. 

[The information referred to can be found on page 151 in the ap- 
pendix.] 

Chairman Leach. Without objection, so ordered. 

Mrs. Kelly. Thank you, Mr. Chairman. 

I also ask unanimous consent to have a Study of Market Dynam- 
ics and Homeowners' Insurance Policy dated February 15, 1998, 
authored by the New York State Insurance Department, made a 
part of the record. 

[The information referred to can be found on page 118 in the ap- 
pendix.] 

Chairman Leach. Without objection, so ordered. 

Mrs. Kelly. Thank vou. 

These two reports have some very compelling conclusions, one 
being, the availability of homeowners' insurance in New York City, 
Westchester County and Long Island, including shoreline commu- 
nities, has improved in the last two years. The conclusions of these 
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very recent reports certainly have my attention, and I look forward 
to exploring these with our witnesses. 

I want to thank all of the witnesses for joining us here today to 
share their views with us, and look forward to continuing to work 
with all of my colleagues from both sides of the aisle as we look 
to make improvements to this legislation. Thank you very much, 
and I yield back the balance of my time. 

Chairman Leach. Well, thank you, Mrs. Kelly. 

Ms. Hooley. 

Ms. HooLBY. Thank you, Mr. Chairman. I ask consent to enter 
my full statement into tne record, and I will be very brief. 

Chairman Leach. Without objection, so ordered. 

Ms. Hooley. First of all, I would like to start by stating my 
strong support for passing some kind of Federal legislation to in- 
crease the availability of homeowners' insurance m the United 
States. I represent an area in Oregon that is prone to natural dis- 
asters, and certainly have a great interest in passing a bill that 
would increase that accessibility and aflfordability for homeowners. 
I appreciate the willingness of tne Chair to work with me to resolve 
a problem in my State, particularly by considering the inclusion of 
volcanic disasters as a peril covered by this legislation. 

I am aware that staff has been working with me on a reasonable 
solution, and I am hopeful the committee will decide to include cov- 
erage for volcanic disasters in the final version of the legislation. 
I look forward to continuing the conversation as we move closer to 
markup. 

Today, however, I am anxious to hear from our distinguished 
witnesses as we proceed with a thorough examination of this legis- 
lation. While I have cautiously supported this legislation at uiis 
point, I intend to keep an open mind as we continue to work on 
a bill that is truly beneficial for Oregonians and all citizens who 
live in disaster-prone areas. 

Thank you, Mr. Chairman. 

[The prepared statement of Hon. Darlene Hooley can be found on 
page 117 in the appendix.] 

Chairman Leach. Thank you, Ms. Hooley. 

Mr. Cook, do you have an opening statement? 

Mr. Cook. No, thank you, Mr. Chairman. 

Chairman Leach. Thank you. 

Ms. Kilpatrick. 

Ms. Kilpatrick. Mr. Chairman, I would like permission to sub- 
mit my written statement for the record. 

Chairman Leach. Without objection. 

There being no other committee Members who have opening 
statements, I would like to invite the first panel to come to the 
table. 

By way of introduction, first let me welcome you all. Mr. Fazio 
has long been involved in the efforts to reduce the costs of natural 
disasters and protect families at risk, and along with Mr. Lazio and 
Mr. McCollum, Mr. Fazio is an original cosponsor of the legislation 
under consideration today, and we welcome you. 

Representative Jo Ann Emerson has continued the efforts of her 
late husband to bring greater attention to the need for more afford- 
able and more available homeowners' insurance for families who 
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live in disaster-prone areas, and also is a cosponsor of the legisla- 
tion before us, and we welcome you, Jo Ann. 

Mrs. Emerson. Thank you. 

Chairman Leach. Congresswoman Christian-Green has also 
been a very strong advocate of affordable disaster insurance, and 
next to the State of Iowa, she is representing one of the more beau- 
tiful States in the countrv. And your appearance before us is wel- 
come. I think it is probably the first for several of you, and we wel- 
come you before our committee. 

Vic, as a long time friend and colleague, as our senior Member 
present, why don't you begin? 

STATEMENT OF HON. VIC FAZIO, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Fazio. Thank you, Mr. Chairman. I want to thank you and 
Mr. LaFalce and the other Members of the committee for holding 
this hearing on H.R. 219, the Homeowners' Insurance Availability 
Act, and as I look at the list of Members of this panel, it is pretty 
evident that this committee has made a very serious commitment 
to focus on the issues of natural disasters by involving representa- 
tives from the Administration, several States, and anected indus- 
tries. 

I particularly want to pay a tribute to Rick Lazio and to Bill 
McCollum, who have really worked with us to make this a biparti- 
san bill. It isn't obviously anything but a regional bill in the minds 
of some people. I think it is truly a national bill, one that really 
needs to be looked at by all Members as an important contribution 
to the public safety of the citizens of this Nation. 

It really means a lot to me to be here with Jo Ann because I in- 
herited my cosponsorship from Norm Mineta and Bill Emerson, 
who took the lead on this over a number of years. And I have been 
to Donna Christian-Green's district and I have seen the devasta- 
tion that hurricanes bring, and it is appropriate that we have a 
cross-section of people here at this time. 

The most earthquake-prone regions of the country are not just 
California, but as Darlene said, the Northwest, and as Jo Airm's 
presence indicates, the Tennessee Valley. We have a tremendous 
potential threat all across the country. 

I want to acknowledge and thank Deputy Treasury Secretary 
Larry Summers for his willingness to engage in an open-ended dia- 
logue with the Congress and the industry as well. The Administra- 
tion faces the challenge of dealing with many complex issues relat- 
ing to natural disasters. Dealing with extreme financial challenges 
that come with each crisis is one of the most critical. Deputy Sec- 
retary Summers has honored this responsibility throughout these 
discussions, and I know that the minute details of the legislation 
will continue to be refined here today and in the future. 

But I would like to offer my support for a Federal insurance 
backstop for natural disasters from a more specific point of view, 
and that is as a Member from a district in northern California. Our 
State has experienced more than its fair share of disasters. The 
Northridge and Loma Prieta earthquakes are of recent memory. 
The floods that have ravaged my district in 1995 and 1997 are just 
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a few. This year's El Nino season has brought southern California 
a significant hit as well. 

And although this bill would not deal specifically with floods, its 
attention to providing homeowners access to affordable insurance 
so that they are covered in the event of hurricanes and earth- 
quakes is a positive first step toward addressing the enormous 
problem of dealing with natural disasters, disasters that, as recent 
tragic events in Bahama, Georgia and Tennessee have shown us, 
have become an increasingly harsh reality. 

By law, insurance companies in California also are required to 
offer earthquake insurance. After paying for the huge number of 
claims that resulted from the Northridge Earthquake in 1994, in- 
surers became increasingly concerned that another earthquake 
would exhaust their available resources. This concern has prompt- 
ed many companies to stop selling homeowners' insurance. Many 
began notifying existing policyholders their insurance would not be 
renewed. The situation in our State was mirrored in other States 
with a high occurrence of natural disasters. 

In disaster-prone areas throughout the country, 93 percent of 
companies that write homeowners' insurance have stopped selling 
new policies because of the risk of insolvency in their areas. Far 
too often those who are affected the most by this retreat of insurers 
are residents in the most at-risk communities who have lost access 
to homeowners' insurance for disasters. 

The California Earthquake Authority was created by our legisla- 
ture in 1996 to resolve the crisis. It represents an effective partner- 
ship between the State government and the private sector. It is ad- 
ministered by a five-person board comprised of elected officials. The 
funds available to pay claims come from premiums paid to insur- 
ance companies and reinsurance purchased by the CEA. No public 
money, including funds from the State's general fund, is pledged to 
cover losses incurred by the CEA policyholders. 

Their policies are sold through private insurance agents, and pol- 
icyholders must purchase earthquake insurance from the company 
that carries their regular property insurance. The CEA has a $10 
billion claims-paying capacity. However, if we experience a disaster 
and residential damage exceeds $10 billion, consumer claims could 
not be paid in full and residents would receive pennies on the dol- 
lar. 

State and Federal funds have been a traditional source of help 
for public agencies and individuals after earthquakes and other dis- 
asters. Over the last several years, as I am sure the committee 
knows, the Federal Government spent more than $50 billion in nat- 
ural disaster assistance. We can do a lot better by enabling States 
such as mine, that have set up a mechanism to address this prob- 
lem, to purchase reinsurance contracts from the Federal Govern- 
ment. 

In the event of a disaster exceeding the CEA's claim-paying ca- 
pacity, the Federal backstop will prevent an enormous amount of 
funds from being expended from the general treasury. But I don't 
want to overemphasize that because, more importantly, it will en- 
sure that homeowners' claims will be paid in full while promoting 
insurers to renew offering policies in high-risk areas and encourag- 
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ing consumers to take steps to protect themselves by purchasing 
them. 

Mr. Chairman, I will stop at this point because there is a lot 
more to be said, but I think the proactive approach of the Federal 
Government here in the long run will not only save us money but 
will do a great deal to serve the public interest that we are elected 
to provide for. 

I think the committee is clearly serious about this issue. I know 
it is complex, I know there have been at least superficially some 
divisions in the ranks, but I think this committee is capable of put- 
ting together a consensus bill that will spread the coverage across 
the country as States step up to the plate first themselves. I think 
it is a shared responsibility, and one I am happy to see this com- 
mittee is willing to take up. 

Chairman Leach. Thank you, Mr. Fazio. 

Mrs. Emerson. 

STATEMENT OF HON. JO ANN EMERSON, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MISSOURI 

Mrs. Emerson. Thank you, Mr. Chairman. Thank you for hold- 
ing this hearing today. I am pleased to have the opportunity to fol- 
low-up on the previous testimony I gave before the Housmg and 
Community Opportunities Subcommittee regarding H.R. 219. 

As I indicated to Members of that subcommittee, I am by no 
means a policy expert on the different proposals that have been in- 
troduced to address the decreasing availability of homeowners' in- 
surance in disaster-prone areas. However, as a representative of a 
district that is highly disaster-prone, I am very much aware of the 
impact that disasters have on this country, its citizens and the 
communities, both large and small, in which they strike. 

Missouri's 8th Congressional District faces a number of different 
natural disaster threats. The flood-prone Mississippi River com- 
prises the entire eastern boundary of my 26-countv district. A 
string of tornadoes recently ravaged close-lying neighborhood com- 
munities in southern Illinois, Tennessee and Arkansas. And per- 
haps most frightening of all, the entire east side of the district is 
located along an earthquake fault known as the New Madrid fault. 

During the winter of 1811 to 1812, an earthquake along this 
fault with aflershocks ranging between 8.0 and 8.6 devastated a 
very large region of the United States. Fortunately, at that time 
there were very few communities in the area and the loss of life 
was relatively low. Today, however, the area is populated with 
major urban areas like Memphis to the south and St. Louis to the 
north. 

The scary thing is, most credible scientists who study this fault 
line say there is a greater than 50 percent chance we will experi- 
ence another major earthquake or catastrophic event in the next 50 
years. The potential destruction of another New Madrid fault 
quake could easily total $100 billion, with thousands of lives lost. 

While natural disasters cannot be prevented, we can take steps 
to minimize the financial and physical damage they cause. As you 
all know, year afler year afler year after year, we in Congress have 
to consider legislation to provide supplemental appropriations for 
post-disaster assistance. Since 1983, disaster assistance has totaled 
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or cost the taxpayers approximately $75 billion, of which nearly 
half has gone toward residential loss. 

In terms of homeowners' insurance, we know it has become hard- 
er to get adequate insurance coverage in some disaster-prone areas 
of the country. In the past, homeowners in my very rural district 
enjoyed low earthquake insurance rates. These policies are now be- 
ginning to reflect the real risk, and many insurance companies 
have substantially increased their rates or just refused to write it 
at all. 

Just for example, and I am not complaining specifically about 
mine, but in the last year my homeowners' insurance has quad- 
rupled in its yearly premium. I have heard from constituents who 
have made it clear that it is becoming increasingly difficult for 
them to afford appropriate insurance, particularly those who live 
on fixed incomes. I think it is time we take a responsible approach 
to getting a handle on the uncontrollable cost of natural disasters. 

As you all know. Bill worked very hard in the last Congress to 
move the issue forward and came very close. I want to thank you, 
Mr. Chairman, as well as my colleagues Mr. Lazio and McColIum, 
for also recomizinff the importance of addressing the afFordability 
and availability of homeowners' insurance for folks who live in 
high-risk areas. I am particularly pleased that you, Mr. Chairman, 
have seen the need to hold a full committee meeting, because this 
is the furthest step that has ever been taken on this type of legisla- 
tion, and I sure hope that it represents an important signal that 
we will in fact take this legislation up in the 105th Congress. 

And I want to reiterate something my colleague from California 
said. I do think this is a national problem, and I realize those folks 
and those colleagues of ours who live in States that are not prone 
to disaster — I hope that they will understand the need for us to do 
something in a Federal way, certainly through the taxpayer supple- 
mental appropriations bills that we have to come up with every 
year. The folks in their States are paying for natural disasters, so 
we need a national solution to this. 

But, again, Mr. Chairman, I want to thank you for allowing me 
to testify today. I pledge to do whatever I can to help you and all 
of our colleagues find a solution to this very critical problem. 
Thank you. 

Chairman Leach. Thank you, Mrs. Emerson. 

Ms. Christian-Green. 

STATEMENT OF HON. DONNA M. CHRISTIAN-GREEN, A 
DELEGATE IN CONGRESS FROM THE U.S. VIRGIN ISLANDS 

Ms. Christian-Green. I want to also thank you. Chairman 
Leach and Ranking Member LaFalce and Members of the Banking 
Committee, for holding this hearing and for the opportunity to tes- 
tify in support of H.R. 219, legislation which, if enacted, would 
begin to address a problem that those of us from disaster-prone 
areas face, the lack of affordable disaster insurance. 

I want to take this opportunity also to thank Chairman Lazio 
and my friend, Vic Fazio, for the wisdom and bipartisan leadership 
you have shown in introducing H.R. 219 and moving it to this point 
today, and Mr. McCollum also for your leadership in this regard. 
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While it is true H.R. 219 does not address all of the various con- 
cerns regarding lack of disaster insurance, it does, however, pro- 
vide us with a good start. I am very proud, Mr. Chairman, to rep- 
resent the people of, as you have said, one of the most beautiful 
places under the American flag, the U.S. Virgin Islands. 

We live in an area that has seen its share of violent hurricanes, 
two major storms within six years, and is threatened every year. 
Prior to 1989 we were spared for over 60 years of being hit by one 
of these storms. Then in September of 1989 Hurricane Hugo hit, 
with sustained winds in excess of 200 miles per hour. It was the 
worst disaster FEMA responded to until that point, and the islands 
were changed forever, as were many lives. 

Devastation brought by the storm was astronomical, but if hav- 
ing to deal with recovering from a major disaster was not enough, 
the experience of Hurricane Hugo left the Virgin Islands with even 
a more ominous legacy. It almost completely wiped out the avail- 
ability of affordable windstorm insurance in our Territory. Then, as 
if to add insult to injury, just as the islands were be^nning to re- 
cover from the legacy of Hurricane Hugo, we were hit with a sec- 
ond devastating storm in September of 1995, Hurricane Marilyn. 

Mr. Chairman and colleagues, I experienced both of those hurri- 
canes and I hope and pray I will never have to go through that ex- 
perience again. I cannot begin to tell you, Mr. Chairman, the level 
of concern and anxiety Virgin Islanders feel today concerning the 
lack of affordable homeowners' insurance. It continues to be among 
the top two or three concerns raised to me by my constituents, 
many of whom could not qualify for needed SBA disaster loans to 
repair their storm-damaged homes because they could not afford 
the required insurance. 

Even though windstorm insurance is for the most part ^fenerally 
available on the Virgin Islands today, because of its prohibitive cost 
a huge segment of my constituents sadly remain uninsured and at 
the mercy of nature. Many of them believe or at least hope that 
since it was 60 years before we were affected by a major hurricane, 
it will be another 60 years before we will be hit by another storm 
of such magnitude. With more pressing and immediate needs, they 
are rolling the dice, using their scarce dollars elsewhere and not 
spending it on expensive windstorm insurance, in the hope that 
their 60-year bet will pay off. 

Mr. Chairman, we need H.R. 219 or a similar proposal so that 
the Virgin Islands and other similar disaster-prone areas can begin 
to address the problem of the lack of available disaster insurance. 
In recent years it seems as though our country faces some new dis- 
aster every day. Whether it was the floods of South Dakota last 
year, or recent El Nino-driven tornadoes in the South, or the inter- 
minable rains in the West, the cost to taxpayers in addressing 
these disasters is approaching a point of unaffordability, even for 
the Federal Government, where it is putting a serious strain on our 
budget. 

This is an important issue, as has been said, not only to my con- 
stituents but to the entire country. That is why I pledge to work 
with you. Chairman Leach, Chairman Lazio, as well as my col- 
leagues, Mr. Fazio and Mr. McCollum, and all other Members of 
Congress who are concerned about the lack of affordable home- 
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owners' insurance in disaster-prone areas and want to do some- 
thing about it. 

H.R. 219 is a good start because it would reduce the escalating 
cost of disasters to the Federal Government by encouraging more 
private insurers to sell standard homeowners' policies that include 
protection against natural disasters to residents of areas such as 
the U.S. Virgin Islands. I thank you again, Mr. Chairman, for the 
opportunity to make this statement, and I would be happy to an- 
swer any questions that you mig^t have. 

Chairman Leach. Thank you very much. 

Mr. McCollum. 

Mr. McCoLLUM. Thank you, Mr. Chairman. I just want to com- 
pliment all three of the witnesses. Each has contributed signifi- 
cantly to the debate and movement of this legislation at this point. 

And while Rick Lazio and Bill McCollum get a lot of discussion 
and names mentioned in this, there is no question the late Bill 
Emerson, Jo Ann, your husband, made a huge difference in the 
abilitv of us to even be here today, and we are all very proud of 
that heritage and want to make sure we put the ball across the 
goal line. 

Vic Fazio, you made this is truly bipartisan effort. California is 
affected in a major way every year and all of us know that, as is 
Florida. But as has been pointed out so much. Dr. Green, in all of 
the things that you said, the issue is truly national. 

Jo Ann, as you have said, every State has a role to play in this. 
So I just want to compliment you. I don't want to ask questions be- 
cause I know that we share the same common bottom line and it 
wouldn't be productive for me to be taking up time asking ques- 
tions. But thank you, and I think this bill should be dedicated to 
the memory of your late husband. 

Mrs. Emerson. Thank you very much. 

Chairman Leach. Mr. LaFalce. 

Mr. LaFalce. Thank you very much, Mr. Chairman. 

I thank all three of the congressional witnesses, and I look for- 
ward to working with you in a very, very constructive way. You 
have taken the leadership in identifying the problem and coming 
forth with solutions. 

I call your attention to the testimony of the Treasury Depart- 
ment today, which I think is very constructive. I call your attention 
to the testimony of the Consumer Federation of America, and I look 
forward to working with you to incorporate the principles that the 
Administration and these consumer groups believe imperative in 
any legislation that is to proceed througn the legislative process 
and be enacted into law. We want not simply a bill, but a good bill 
that effectuates good public policy, and I think that is achievable. 
I look forward to working witn you on that effort. 

Chairman Leach. Mr. Lazio. 

Mr. Lazio. Let me just say we are going to be hearing a lot today 
about reinsurance, fair plans, the capital markets and CAT funds. 
But what these witnesses have brought to us, both in terms of 
their drive to ^et something done and their dedication to be part 
of the process, is the real lite cost that natural disasters bring, the 
loss of lives, the devastation to know that your home is gone, 
maybe your only investment and your only source of savings. 
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Congresswoman Emerson was talking about her premiums quad- 
rupling. Many families will be completely overcome by that sce- 
nario, and they are just people who live in areas that are prone to 
natural disasters. Aiid so the human cost is important to keep in 
mind. It is hard to calculate, I think. 

You know, people presume if FEMA comes in after a storm that 
it makes people whole if they don't have insurance. The reality is 
most people get no more than a couple Uiousand dollars, and they 
have their entire principal investment, their home, wiped out be- 
cause they have not had the availability of insurance. 

So I thank these three outstanding witnesses for bringing the 
human cost to the consideration of this committee. 

Chairman Leach. Ms. Kilpatrick. 

Ms. Kilpatrick. Thank you, Mr. Chairman, and to our colleague 
witnesses for your testimony. 

In the three areas represented, did I understand that it is maybe 
both or either of these scenarios, unable to get insurance because 
it is not offered, cost-prohibitive because some can't afford it? If you 
would go down, is it all of those or neither of those or something 
else we are dealing with this morning? 

Mr. Fazio. I think it is a number of things. In some cases it is 
not available. In some cases it is available now but not poing to be 
reissued when the policy runs out. In some cases, the increase in 
the premium is so lar&;e that it is unaffordable for people. It par- 
ticularly works a hardship on the people who neea it most, who 
would have the hardest time recovering if they were uncovered by 
insurance but who would therefore find it most expensive to re- 
main covered. So it is a series of those issues. 

Ms. Kilpatrick. In the instance where people have it, particu- 
larly in California, and when they renew the policy and it is no 
longer offered, what is the reason given for it no longer being of- 
fered? 

Mr. Fazio. I would leave that to the insurance companies to per- 
haps explain to you, but the bottom line is there is simply no way 
the companies believe they can assume the risk, and therefore they 
are telling people that they simply are going to have to look to the 
Government to help them, or their own resources, which far more 
than Government are what people fall back on when, frankly, they 
are hit by the kind of disasters we are talking about. Most of the 
money that we use to recover comes out of our own pockets. 

Ms. Kilpatrick. And do you believe that the insurance compa- 
nies who have written these policies in the past, and over some 
several years have not had the disasters and now they have them 
from time to time — we have no control over that, it is a God 
thing — are they right, in your opinion, are they right for not con- 
tinuing to offer that coverage? 

Mr. Fazio. I would love all the companies to continue to offer 
policies, but they are in the business of responding to their stock- 
holders or their mutual participants, and they are not going to 
make risk decisions that are going to be detrimental to those inter- 
ests. They no longer see the ability to have any kind of profit 
emerge from sales in many of these markets. 

Ms. Kilpatrick. Thank you. 
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Mrs. Emerson. In my district, for example, it is more of a matter 
of afTordability. A couple of years ago, if you remember, we had the 
New Madrid Earthquake scare and, you know, they were making 
T-shirts, "This is where the New Madrid Earthquake is going to 
happen," and we were all watching with bated breath as the earth- 

auake was supposed to happen in a certain time period and it 
idn't happen. 

But, coincidentallv perhaps, earthquake insurance rates have in 
fact gone up since that time, and as I said, mine specifically quad- 
rupled over the last year. While I can't complain about that, it was 
very low to begin with, and now I am still able to afford it on the 
salary we make which is very generous, but those folks in my dis- 
trict who are on fixed incomes find it increasingly difficult, and I 
realize that it is a risk that is being prepared for. 

On the other hand, let me just make a comment, if I could, that 
I think it is real important for all of the stakeholders, I mean peo- 
ple who live in States, consumer groups and insurance companies 
and reinsurance companies and everybody, to have a seat at the 
table and to work together to find compromises so that we can in 
fact come up with legislation. Certainlv there has been a lack of 
will on the part of the people, as I said earlier, in States who are 
not directly impacted by natural disasters. But one way or the 
other, they end up paying, so I hope all the stakeholders will in 
fact sit down at the table and work out a compromise so that we 
can try to avoid these situations and the lack of availability and 
afTordability in the future. 

Ms. KiLPATRlCK. In Michigan, for the first time in my lifetime 
there was a tornado last July 2nd in parts of my district. So I guess 
in El Nino we don't know what is going to happen. 

Mrs. Emerson. No, and it is very scary. I was driving and I was 
15 minutes ahead of a tornado in my district the other night, and 
it is a very scary feeling. Fortunately I made it home, but you just 
never know when it is going to strike or where. 

Ms. Christian-Green. In the Virgin Islands, some of our insur- 
ance companies went out of business, some left the Territory and 
stopped providing insurance. For a while after both storms we had 
no windstorm coverage. We now have it, but the cost of premiums 
is too high for most people to be able to afford it. 

Ms. KiLPATRlCK. Thank you very much. 

Chairman Leach. Mrs. Roukema. 

Mrs. Roukema. Thank you, Mr. Chairman. I will decline, but I 
do appreciate the contribution of the Members on this subject. As 
Mr. Lazio stated, we need the human component and a deep under- 
standing of that, and I thank you. 

Chairman Leach. Are there other Members? 

Yes, Mr. Weygand. 

Mr. Weygand. Thank you, Mr. Chairman. 

I want to thank the Members for testifying here today. I think 
any of our States that have been hit by hurricanes, tornadoes or 
floods, and my State is no different than many of yours, we are 
very sensitive to this issue. Many of the homeowners in the south- 
em part of my State, in my district, have had the same kind of 
problems. 
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I was very fortunate the past January to visit the Virgin Islands, 
and Donna was a gracious host. When you go there you see the 
devastation that has occurred and the people trying to rebuild their 
homes. They are doing so because they dia not have the availability 
of homeowners* insurance and they are doing it on their own, at 
great cost to themselves and they are taking a very long time to 
recover. That is devastating. 

When you hear about a major flood, a storm or a hurricane or 
a tornado, people focus on the storm, but a lot of times the focus 
should also be on the cost to people not directly effected by the 
flood or hurricane or tornado. The concept of a bieger insurance 
pool and reinsurance really being the basis of this bilL The support 
for our homeowners that are in very devastated areas is important, 
so I compHment the sponsors here today and the Chairman for the 
work they have done on it. 

I know that Rick's district in Long Island and my district in 
Rhode Island, and Bill Delahunt and Barney Frank in Massachu- 
setts, we get hit all the time with hurricanes. We know what you 
are talking about, and we are very sensitive to it and appreciate 
your work on this. Thank you. 

Chairman Leach. Thank you. 

If there are no more questions, let me just conclude by sayin|^, 
and this is going to be a little presumptive, but as I look at this 

Sanel, I dont know three more decent and thoughtful Members of 
longress, and we are very appreciative of your attendance. Thank 
you. 

Chairman Leach. Our next witness is the Honorable Deputy Sec- 
retary of the Treasury, Larry Summers. 

Let me just say first, the committee is appreciative of the work 
that has gone on at the Department of Treasury on this issue and 
the input of the Secretary. I hope as we go forward, that it will be 
understood that the committee would want to Hsten very carefully 
to the input of the Department of the Treasury as we proceed to 
the markup process. 

Secretary Summers, please proceed. 

STATEMENT OF HON. LAWRENCE H. SUMMERS, DEPUTY SEC- 
RETARY, UNITED STATES DEPARTMENT OF THE TREASURY 

Mr. Summers. Thank you very much. Mr. Chairman. 

I have a longer statement which I will submit for the record. 

Chairman Leach. Without objection, it will be put in the record, 
and if you will hold for one second, I would like to ask unanimous 
consent that opening statements of any and all Members be placed 
in the record, and Members who may not be Members of the com- 
mittee as well. 

Without objection, so ordered. 

Mr. Summers, please. 

Mr. Summers. Thank you. I would like to extend my com- 
pliments to you and to Congressmen Lazio, McCollum, Fazio, and 
many others who have shown leadership on what I think is a vi- 
tally important issue. 

My purpose here today is to convey that we see much promise 
in the current legislation as a means of addressing the many prob- 
lems that currently exist relating to the availability and price of in- 
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surance and reinsurance for disaster risk. We do, however, have 
important concerns with specific provisions relating to making sure 
the taxpayers' interests are fully protected, that any approach we 
follow rely as much as possible on market forces and not substitute 
public activity where the private market can do the job. 

Natural disasters pose a particularly difficult economic problem. 
They are extremely infrequent but when they take place nave ex- 
traordinarily high costs, and it is difficult to estimate with preci- 
sion the probability of loss and, with precision, the consequences of 
a natural disaster. For these reasons, prices can be high in relation 
to expected losses, referred to in the insurance industry as actuar- 
ial risk, and coverage in the aftermath of an event may pose a par- 
ticularly difficult problem for private markets. 

And indeed reinsurance prices have come down recently, but for 
the largest disasters continue to be in the neighborhood of four 
times actuarial risk. That is, to compensate for a 1 percent prob- 
ability event, one has to pay a premium of approximately 4 per- 
cent. 

The rationale for prudent Federal involvement comes from that 
high price, and it comes from the realities that the Federal Govern- 
ment, by virtue of the scale of its operations, has capacity for diver- 
sification across the population and across the economy; that by 
virtue of its permanence, it has capacity for diversification over 
time in terms of the ability to accumulate funds or to borrow if dis- 
aster occurs before funds have been accumulated; and because of 
the reality that in the event of a disasters the Federal Government 
is likely to pickup some portion of the cost in any event. 

But what is crucial is that that role be a limited role; that experi- 
ence with Federal interventions in the credit and insurance mar- 
kets teach us that it is crucial that we be hardheaded, that we as- 
sure the Federal Government is fairly compensated for any value 
that it provides, that we recognize the fast-chaneing and maturing 
state of the capital markets, and that we not allow a Federal role 
to preempt a more appropriate role for private markets. 

These considerations lead us to four principles: Government 
should provide disaster insurance when it can do so temporarily 
and on substantially more favorable terms than the private mar- 
ket. It should do so in a manner that avoids imposing net costs on 
taxpayers, or an adverse deficit impact. It should do so in a way 
that harnesses existing market forces to the maximum extent and 
encourages their further development, ^d it should be prepared to 
put itself out of the business of doing so when that is appropriate. 

We believe H.R. 219 provides a foundation that could, with suit- 
able modifications, be made consistent with these principles, 
though this does not preclude other approaches. In particular, we 
continue to view industry excess-of-loss contracts as a potentially 
valuable way of providing disaster reinsurance to a much broader 
class of counterparties than State funds. Indeed, an approach that 
seems promising to us is one that would marry the best ideas of 
H.R. 219 and H.R. 230. It would be a substantial improvement to 
the current legislation, to ensure that the playing field is kept level 
as between State programs and other potential customers of disas- 
ter reinsurance. 
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We do believe that H.K 219 is a constructive and creative re- 
sponse to a serious situation: Uie difficulty faced by State funds in 
purchasing extensive reinsurance against low-probability risks, ei- 
ther because the reinsurance is simply unavailable or because pre- 
miums are high. But we have concerns that Uie pricing decision be 
sufficiently insulated from political pressures to remain objective. 

I suggest that the Secretary should be only able, and I think this 
provision has been recognized, to adjust the commission's estimate 
of expected loss upward, and there be clarification of factors to be 
taken into account in setting the risk load. We have concern that 
it improve availability and not favor State programs over other pos- 
sible vehicles for delivery of insurance to homeowners. To this end, 
we suggest modification to provide for the sale of excess-of-loss con- 
tracts to all entities on an unrestricted basis, and we believe con- 
sideration should be given to auction mechanisms wherever pos- 
sible. 

Finally, we believe that public involvement needs to be carefully 
circumscribed, that the program should be sunsetted, that trigger 
points should be set witn a view to the rapid development ofthe 
capital market so as not to supplant that capital market, and that 
the public entities should be authorized to underwrite no more 
than some specified fraction of the risk faced by any given State 
fund. 

There are a set of more technical suggestions involving questions 
relating to multiple perils and the way in which State mnds oper- 
ate that are addressed in an appendix to my testimony. 

Budgetary treatment of this legislation will be a complex and 
highly technical subject, but we would hope that legislation could 
be worked in such a way that it would accomplish our goals with- 
out burden to the taxpayers or addine to the budget deficit. 

Let me just say in conclusion, IAt. Chairman, that this is an 
issue that we have recognized as very important for some time. The 
Administration, as you know, issued a 1995 policy paper on this 
vital subject. 

The panel before me laid out in very clear and stark terms, I 
think, the human impact that disasters can have and the impor- 
tance that adequate insurance can have. If we are to wait before 
acting until a disaster comes, I think we will all feel that we have 
not served wisely. As the President has said in a very different con- 
text, the right time to fix the roof is when the sun is shining. That 
is why we believe that the current legislation provides a useful ve- 
hicle for further progress, thought and development in this area, 
and we look forward to working with you to improve it. 

Thank you very much. 

[The prepared statement of Hon. Lawrence H. Summers can be 
found on page 262 in the appendix.] 

Chairman Leach. Well, I would thank you for your very forth- 
coming testimony, and simply reiterate again that as this moves 
forward, we will be paving a great deal of attention to the Treasury 
recommendations; and my personal view is, the more constructive 
the approach, the more attention that the committee gives to the 
Treasuiy. 

Mr. McCollum. 

Mr. McCollum. Thank you, Mr. Chairman. 
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I greatly appreciate, Dr. Summers, your testimony today, and 
what I think is a fairly strong statement of support for the direc- 
tion, in general, that we want to head, as Mr. Lazio and I have 
been working on it. But I would like to ask a question that gets 
to the heart of what is the central issue here in terms of what we 
deliberate on in modifying H.R. 219 or not. 

In the way the version of the bill is at the present moment, as 
I understand it, the catastrophic reinsurance would go to State- 
sponsored funds or to States who would set up an auction system: 
but in any event, the reinsurance would be State by State and 
through a State-sponsored program. 

You said in your testimony, in addition, as I indicated before, we 
believe the legislation should be modified to provide for the sale of 
excess-of-loss contracts to all entities on an unrestricted basis. 

Some of the witnesses who are going to come along later are 
going to be supportive of keeping it the way it is; some are going 
to be supportive of going to an excess-of-loss system. One who fa- 
vors going to the excess-of-loss contracts is suggesting that that 
methodology will provide a vehicle for insurers and reinsurers to 
create a secondary market, and that it is more favorable to the pri- 
vate marketolace. 

First of all, I don't think everybody here knows what an excess- 
of-loss contract is, and I wondered if you would explain to the com- 
mittee what you think of as an excess-of-loss contract, and how you 
would envision — I know there are no details here, the Administra- 
tion doesn't have a legislative proposal, but how you would envision 
our modifying this or, more importantly, why you think that we 
should modify H.R. 219 to provide an unrestricted basis for people 
to be able to purchase, insurers to be able to purchase such con- 
tracts. 

So if you could, define what an excess-of-loss contract is and the 
rationale of why you think that would be a preferable or needed 
modification to the bill. 

Mr. Summers. An excess-of-loss contract, Congpressman McCol- 
lum, I think of as a contract which provides for a slice of reinsur- 
ance, for example — and there is no significance to the numbers I 
am choosing — ^that would provide for reinsurance on catastrophes 
in excess, nationwide, of $20 billion and less than $30 billion. That 
would be a contract that would cover — ^it is called excess-of-loss be- 
cause it is the excess above $20 billion. 

Frequently, as these are thought of, they are thought of with a 
cap, so that would be $10 billion of potential liability; and one 
could imagine auctioning off a portion of that 1 percent. If you auc- 
tioned off 1 percent of it, you would be auctioning off $100 million 
of potential liability and a contract that perhaps would pay $50 
million if there was $25 billion worth of damage, $75 million if 
there was $27.5 billion worth of damage and so forth. 

And the excess-of-loss proposals typically envision that the con- 
tracts pay out above some threshola for some defined area and 
class of catastrophes and that the contract would be auctioned ofT 
and then would be purchased by those who wished, for one reason 
or another, to hedge aeainst insurance that they had provided. 

The very substantial appeal of the XOL approach is that it is, in 
a sense — small "d"— democratic. It provides for anyone who wants 
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to be in the insurance business to be able to hedge and it doesn't 
target any particular class of actors. And that is why we think it 
is very important wiat in any ultimate proposal there be an excess- 
of-loss element, so that it would be desirable to provide for that 
kind of reinsurance. ^ 

The other issue, and I suspect it is an issue frankly that Con- 
gressman Lazio can speak to miich more knowledgeably than I can, 
is the reality that in several Sta^s there exist State funds that are 
providing an importkiit^sgirvi^e, are playing an important role, and 
that it is important that whatever approach we take be one that 
is consistent with that. And if, for example, the concern has been 
expressed that what was available was a national fund, or even a 
State fund, or even a regional fund that did not match the set of 
liabilities that a State fund had, then it would be rather difficult 
for the vehicle to be constructive for the State fund. 

So, I think what is necessary — ^and I do not have a specific for- 
mula to suggest to you here toaay — is some synthesis that achieves 
both the objective of being able to provide support for a State fund, 
but also in no way encouraging, as the only way to get support, 
other States to set up State funds or tilting the playing field in 
favor of the State fund approach. 

Mr. McCoLLUM. I know my time has expired, and I concur, being 
from a State like Florida that has one of these funds, I don't want 
to do anything to undermine that fund. But if you had excess-of- 
loss contracts, would there be an ability to have a private market- 
place for the sale of— a secondary market for the sale of those 
bonds that would be created by this? 

Mr. Summers. I think — in a general way, I think the presence 
of excess-of-loss contracts would in all likelihood be quite conducive 
to the further development of what is already a rapidly growing 
private capital market in these kinds of instruments. 

Mr. McCOLLUM. Thank you very much. Thank you, Mr. Chair- 
man. 

Chairman Leach. Thank you, Mr. McCollum. 

Mr. LaFalce. 

Mr. LaFalce. Thank you very much, Mr. Chairman. 

Secretary Summers, thank you for your thoughtful testimony. It 
is very helpful to the committee that Treasury has now come as far 
as they have come in supporting the concept of Federal involve- 
ment and articulating some principles that must be included within 
legislation if we are to have sound public policy. But I would hope 
that Treasury could now go beyond that articulation of principles 
and work with the committee m the fashioning of legislation and 
the drafting of legislation itself 

I think H.R. 219, as reported by the subcommittee, falls short of 
meeting those principles, and that is why, for example, the consum- 
ers group opposes it as it presently stands. They have articulated 
principles which I believe in large part mirror the principles that 
you have articulated, as I view them. I think there is a tremendous 
similarity of an identity of viewpoint. 

I actually think you are closer to Mr. McCollum's H.R. 230 than 
you are to H.R. 219, or some merger of the two with an inclusion 
of the principles. So I almost think it would be helpful to almost 
virtually start from scratch, to the extent Treasury could assist us 
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in drafting legislation, I think that you would expedite the process 
tremendously, so I would encourage you to do that. 

Now, if there is difficulty in winding your wav through the 0MB 
process, then I would suggest you give us a bill, but with as many 
technical and improving amendments as is necessary to make a 
whole bill consistent with the principles. That's all I have to say. 

Mr. Summers. Thank you. Thank you very much. Congressman. 

I am told that the principles that I have suggested are indeed 
quite similar to the principles, as we see it, that the consumer 
groups have testified. 

I don't have a view here now about the precise modalities, but 
we certainly would like very much to be as cooperative as we can 
be with the committee as this process moves forward. And I mieht 
just say, because I know many of them are represented in this 
room, that I think this is a process that none of us in the Govern- 
ment will be able to complete well without very extensive consulta- 
tion with the various stakeholders in this whole process, both in 
the primary insurance market, the reinsurance market, the capital 
markets, which are so promising for this issue, State governments, 
and so forth. 

Mr. LaFalce. And I want to reiterate that there is a tremendous 
diversity of opinion among the States as to the appropriate ap- 
proach, and there is a tremendous diversity of opinion among the 
totality of the insurance industry as to the appropriate approach. 
There is not monolithic State thinking, there is not monolithic in- 
surance thinking on this issue at all, and we need to be aware of 
that as we draft legislation, not to make everybody happy, but to 
effectuate sound public polipy. 

Mr. Summers. I agree with you. Congressman, and I think that 
has much to do with the fact that this is not the first Congress in 
which this issue has been raised, but I would hope that all the var- 
ious parties might recognize a common stake in finding a solution 
and that none would let the very best be the enemy of the good. 

Chairman Leach. If the gentleman will yield, let me just reit- 
erate part of what Mr. LaFalce has said. A, that there is a terrific 
appreciation for the movement and involvement of the Department 
of the Treasury. 

We are going to be moving on a reasonably proficient basis to- 
ward markup, and in that regard, the more definitive the assist- 
ance of the Department of the Treasury, the better. And so I would 
like, I mean, just very precisely, A, to request very specific legisla- 
tive language from the Department, and B, to ask if the Depart- 
ment is prepared to provide such. 

Mr. Summers. Mr. Chairman, we want to be as cooperative as 
we can. Whether we are prepared in a formal way to provide the 
legislative language is something I think would have to be consid- 
ered very carefully from a ranjp^e of points of view. But certainly in 
terms of providing the kind of substantive input that would allow 
a discussion of how the existing vehicle could be improved to reflect 
these concerns, I think we are prepared to be very active. 

Chairman Leach. I am appreciative of that. And I know of the 
reservations you have, but let me also be very definitive in suggest- 
ing, we are dealing with an area of legislation that is relatively 
novel to the Congress, and it involves very precise legislative 
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craftsmanship, as well as generalized principles. And so, as you un- 
derstand, the committee has been asking for over a year for a di- 
rect input from the Department of the Treasury. 

And we are very appreciative of the statement today and the tes- 
timony today, and the generalized principles, but we also are re- 
questing, you know, as forthcomingly as the committee can, for 
substantive input of a legislative language nature. And Mr. La- 
Falce has referenced a problem, all departments have, with regard 
to 0MB clearance, which is sometimes awkward. 

On the other hand, all departments, generally speaking, when re- 
quested by committees, are prepared to forthcomingly come up with 
specific language and specific approaches, and so I would be very 
hopeful that this Treasury woula be as forthcoming as is generally 
the case. 

Mr. Summers. I appreciate what you are saying, and we will be 
as forthcoming as we can be, and I think we appreciate very much 
the faith you show in us by recognizing what I think is a very capa- 
ble technical staff at the Treasury who can do this; and I would 
only express the hope — and I say this not totally seriously, Mr. 
Chairman — ^that on all the other difficult issues that we face, there 
could be a similar coveting of the Treasury's input. There are other 
matters within the committee's jurisdiction in which we would be 
delighted to suggest legislative language if we expected it would be 
put in place. 

Chairman Leach. As you know, this committee has voted 40 to 
9 on the IMF bill. 

Mr. Summers. Absolutely. And for that we are very appreciative. 

Chairman Leach. There is no such thing as quid pro quos from 
one issue to another, but this committee is dedicated to a profes- 
sional appraisal of the issues. And frankly, it has been my long- 
term assessment of the Department of the Treasury that it is an 
institution with enormous professional capacities, and we look to 
the Department of the Treasury for advice and judgment on a spec- 
trum of issues, and we will deal with the Department as profes- 
sionally as we can. 

Mr. Summers. I appreciate that. And it has now been over five 
years that I have been at the Department of the Treasury; and 
since then I think we have very much valued on a whole range of 
subjects, both domestic and international, our professional inter- 
action with you, Mr. Chairman, and with the committee, with the 
committee more generally, and we will be as helpful as we can be. 

Chairman Leach. Thank you. 

Mr. Lazio. 

Mr. Lazio. Thank you, Mr. Chairman. 

I want to thank the Secretary for his constructive comments 
today and for his commitment to the process, and I want once 
again to associate myself, as I did earlier during the course of this 
hearing, with your comments regarding the fact that now is the 
time to address the concerns that vou have aired and others have 
aired. It is not for us to drag our feet or wait until hurricane sea- 
son or a natural catastrophe is upon us, where the political pres- 
sure will be overwhelming to try and react in a manner that mav 
not provide us with enough time to vet these issues and to work 
out the concerns that you and others have aired. I am a big pro- 
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ponent of being preventative now, to move forward, to be proactive 
to deal with this problem. 

As you mentioned, this has been the subject of several Con- 
gresses over several years; and in the last Congress as a matter of 
fact, Senator Stevens had a version of the bill, which he believed 
had broad-based support, which he later found out that was not the 
case. And so, in the sense of clarity and constructive engagement, 
it is very, very important. I also want to associate myself with 
Chairman Lieach's comments with respect to those. 

Obviously, by virtue of your comment about the need to move 
now and not wait for the inevitable disaster to hit, you believe that 
there is an appropriate role for the Federal Government to play in 
providing the incentive for liquidity in the insurance marketplace, 
the homeowners' insurance marketplace. Let me ask you if you can 
confirm that and ask you, as a follow-up, in the course of your an- 
swering that question, what your view is of the current capacity of 
the reinsurance industry on a regional basis, and of the capital 
markets to deal with the concentration of risk as a result of one 
of these natural disasters. 

Mr. Summers. I think there is a role for the Federal Govern- 
ment, Congressman Lazio, and I would characterize the capacity of 
the reinsurance and capital markets as substantial, growing, and 
not totally adequate; and that is why I see a role for the Federal 
Government. But that is also why I think we have to think very, 
very carefully about the dimensions of that Federal role, the cfi- 
mensions in scale and also the dimensions in time. 

I think we are all familiar with Federal interventions to improve 
the function of the financial markets that perhaps outlived their 
rationale; and I think that is something to which we need to be 
very sensitive in thinking about proposals in this area. And I think 
we do need to look paretuUy at issues of trigger, issues of fraction 
of insurance provided, issues of discrimination, who has access to 
benefits, in order to assure that we are pursuing an approach that 
does what we need to do, but doesn't do more than we need to do. 

Mr. Lazio. I think I would agree with that, and I think H.R. 219 
honors those principles of having respect for the private sector, not 
wanting to substitute for present capacity and envisioning a tem- 
porary role for the Federal Government. I would remind you of the 
role the Federal Government had in the 1960's, with urran unrest 
and the fact that there was a problem with insurance capacity in 
many of our urban areas afler some of the riots; and the Federal 
Government did come in and provide some assurance to the mar- 
ket, and within a few years, it was no longer necessary and the pri- 
vate sector grew back into it. And it is not the model— the end re- 
sult — we would like to see happen to provide enough incentives for 
the private sector to grow, but as you say, understand it is not ade- 
Quate in many cases, grossly inadequate, particularly in some of 
the urbanized areas in the West that are highly prone to natural 
disasters, to absorb that level of loss. 

Mr. Summers. Afler we discussed this question. Congressman, 
you sent me a very thoughtful letter describing a number of exam- 
ples in which a4justmente had been made when their need was not 
there and suggesting that in a number of cases what was seen as 
perhaps inappropriate today was not actually a case of long-term 
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political distortion, but was, rightly or wrongly, a case of original 
intent. And I think that is a very important perspective on this. 

I do think we need to be careful, because this is the only place 
where I might have a slightly different view than the way in which 
you spoke. It characterized the private market as substantial and 
growing, and so I think it is important that we recognize that 
present capacity will soon be growing, and we need to be careful 
not to cut that growth off, but I think this is a matter for working 
things out. 

Mr. Lazio. I agree, and I would mention in the context of the 
State programs, for example, California or Florida, there is an 
enormous capacity to grow both the capital market and reinsurance 
industry role in uiose plans before we even get near to triggering 
a Federal backstop, so there is enormous growth potential in both 
industries. 

Chairman Leach. Thank you, Mr. Lazio. 

Mr. Kennedy. 

Mr. Kennedy. Thank you very much, Mr. Chairman. 

First of all, I want to welcome my good friend and constituent — 
I guess you still vote in the 8th District — ^not that that is goine to 
matter a lot to me in the next few months. So now I can say what- 
ever I want here, right, Larry? 

But, Mr. Chairman, I first of all, want to thank you for holding 
this hearing and I apologize for having to be at another hearing 
earlier today. But I want to just suggest that we ought to move 
with caution on this whole issue of how to proceed with regard to 
the concerns of these major catastrophes that could take place. 

I think everyone who is concerned 8A>out this issue, first of all 
ought to recognize that the reinsurance companies themselves indi- 
cated to me in a series of meetings that this is an issue thev feel 
they can handle themselves. So that is one set of issues. You know, 
whether or not that is true is something that can be looked at. But 
the fact of the matter is they do indicate they can make up much 
of this gap. 

Second, I think we don't ever want to get ourselves into a situa- 
tion where we are privatizing the profits of the insurance industrv 
and then publicizing the losses of the insurance industry. I think 
that is an overall concern that I hope the Administration keeps at 
the forefront of its agenda. 

And third, I think that there is a question of whether or not — 
if we are going to move forward with the whole issue of cata- 
strophic insurance, whether or not this isn't something that every- 
body in the country has to participate in. Because ityou limit it 
basically to the three States where these catastrophes are most 
likely to exist and leave it only to the private sector or to, as this 
bill that is before us calls for, leave it to the individuals that would 
be affected in those States to pay for it — ^they simply won't buy the 
insurance. That is the experience that has been borne out in the 
California example. We should also recognize that if the State of 
California, the State of Florida or some other State gets hit by one 
of the catastrophes, we view this as a national issue and it is some- 
thing we are going to have to come to grips with. 

So what I would like to just get your reaction on, Mr. Summers, 
is your general concern about tnose three basic issues in terms of 
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reinsurance, of whether or not the Government ends up picking up 
the tab for something that private industry ought to, and of wheth- 
er or not we really have to look at a national rase in order to mske 
this insurance actually affordable for people in the local commu- 
nities. 

Mr. Summers. Congressman Kennedy, I would agree very much 
with your call for caution, and I think the degree of caution that 
we have displayed in getting to this point has been frustrating for 
some. I think there is no question tnat the reinsurance industry 
can and does play an absolutely crucial role, and I think that, as 
the committee will hear, I think, later in the day fTX>m the rep- 
resentatives of the capital markets, they too have a very substan- 
tial contribution. 

It is our judgment, as I think it is the judgment of many in the 
reinsurance industry, though not all, that with respect to the larg- 
est catastrophes, there is a role for a kind of Federal backstop, at 
least on a temporary basis, because unlimited capacity is not there 
in the reinsurance industry. 

The national-local question is a very difficult one, the premise on 
which I think the bill is constructed, and in a way, the premise on 
which my comments are constructed is that it is not our goal to 
have subsidy; it is our objective that market forces operate and 
that those who are purchasing insurance in California should pay 
a premium that reflects risks in California, and similarly for those 
in Kansas, and similarly for those in Somerville. But the difficulty 
is when, because of limits in the capacity to bear risk and the scale 
of the market, that premium exceeds by a factor of four or more 
what the actuarial cost of the insurance is, and that the objective 
of the Federal Government's involvement in this area would be to 
bring down that ratio and to bring down premiums and make 
homeowners' better. But that would not involve any subsidy from 
other parts of the country to the parts that were most likely to 
have large catastrophes. 

Mr. Kennedy. Well, this is the kind of good old Federal money 
we used to have, Larry. How are we going to get the money to sub- 
sidize if you don't get people in Somerville. I don't think the people 
in Somerville are necessarily going to mind. They are concerned 
about a massive hurricane hitting Boston, so I am not certain that 
there is such an unwillingness of people up there to help out in a 
matter like this. 

Mr. Summers. I think we need to look at that. We need to look 
at the set of issues closely, and I certainly don't have all of the an- 
swers, that the basic source, though, is that, as I have tried to— 
my written statement tries to say, the Federal Government by vir- 
tue of its large scale and diversification in effect can pool risks. 

Mr. Kennedy. But you are pooling risks bv takine tax monev 
from someone else and putting it into another guys backyard, 
rirfit? 

Mr. Summers. I think not, because I think that assuming the 
pricing is right, over time the premiums that you charge would be 
lower than uie premiums that would have been charged in the ab- 
sence of this reinsurance, but will still be more than sufficient over 
time to cover the payouts, the payouts that result. 
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Mr. Kennedy. Mr. Chairman, I know my time has expired, but 
that sounded like as good a double-speak as I have heard Alan 
Greenspan give up there. But in any event, it doesn't sound to me 
as thoi^h you can say on the one hand that you are not providing 
a subsidy from one part of the country to another, and then say 
that, in fact, if the premiums are over four times what the cost of 
the disaster might be, therefore, you are going to get the Federal 
Government to somehow reduce the prices. 

It either is or it isn't. What I am sayine to you is, let's be honest 
and say it is, and then let's go out and tell the people of this coun- 
try if there is goine to be a migor disaster anywhere in America 
that all of us, as fellow Americans, have a responsibility to look out 
for one another. For a very small premium that can be charged 
across the entire United States, you can provide this insurance. I 
think that is a much more safe, secure and fundamentally honest 
way to move forward, rather than to try to suggest this can be done 
by going to three States and asking the people of those three States 
that are, after all, more than likely, having to participate. 

And in the experience of California, you simply can't price this 
insurance in a way where the people are going to volimtarily pur- 
chase it. So I think there is a flaw in the wav this bill has been 
constructed. I don't think that we are going to be able to make any 
progress in actually solving the problem. We might pass a bill, but 
you won't solve a problem the way the bill is currently structured. 

Mr. Summers. I just want to clarify one aspect of that, one as- 
pect of our position. It is not our intent to ask those who are living 
in less risky parts of the country to subsidize or to cover or to pay 
taxes in order to bear the risks that those who live in higher-cost 
parts of the country face. That does mean that what we are limited 
to is the benefit that can be provided in the riskier areas from the 
improved risk-bearing capacity of the Federal Government; and as 
you said, there are limits to now far you can bring down the pre- 
mium because, after all. it is more likely you will have an earth- 
quake in some parts of tne country than others. 

Nonetheless, I think it is our judgment it is possible to bring 
about some improvement in that way and that that is valuable im- 
provement. There is a much broader and more philosophical kind 
of discussion about whether nationally, we should have a redis- 
tribution from the parts of the country that are less disaster-prone 
to the parts of the country that are more disaster-prone. One can 
make arguments on both sides of that. 

That is not what I think is contemplated in the range of propos- 
als under discussion here and that is not something that at this 
point we would be prepared to endorse. Nonetheless, I think some- 
thing constructive can be done in what is a relatively small number 
of States, where the catastrophe risk is so laree as to be beyond 
the potential of the private market. In many other places, the pri- 
vate market is more able to handle the problem. 

Mr. Kennedy. All I would say in response is, look at the tables 
of who participates in California when you actually provide the 
exact kind of model that this bill calls for on a national basis. Peo- 
ple won't buy it because it is too expensive. 

Mr. Summers. Without going into the arguments as to how it 
would work, if successful, as I understand the philosophy of all of 



Digitized by V:iOOQIC 



29 

these approaches, it is that by improving the availability and pric- 
ing of reinsurance, what one would have is lower-cost primary in- 
surance and, therefore, do two things: One is expand, by reducing 
the price, the number of people who took advantage of primary in- 
surance; and second, and what I think some day what we may dis- 
cover is very, very important, ensure that those who have primary 
insurance actually get the insurance they think they bought, be- 
cause there is the solvency to meet the obligation, which has been 
a problem in the past in this country with a number of different 
classes of financial intermediaries. 

Mr. Kennedy. Thank you, Mr. Chairman. 

Chairman Leach. Thank you. 

I do think, though, the committee deserves an imequivocal re- 
sponse on the ancillary Question, and that relates to one of the 
most thoughtful and involved Members of this committee, who is 
unfortunately giving up his seat. Are you a candidate to replace 
him? 

Mr. Kennedy. Come on, Larry. 

Mr. Summers. It is rare that people do this, but I will make an 
unequivocal Sherman statement with respect to that particular no- 
tion. If nominated, I will not run; if elected, I will not serve. 

Chairman Leach. Mrs. Kelly. 

Mrs. Kelly. Thank you, Mr. Chairman. 

Mr. Summers, you stated that you see the current situation as 
substantial and growing but not yet adequate. If the market is sub- 
stantial and growing, and we don't want to cut off that CTOwth, 
then how expensive a dwelling loss disaster has to occur before the 
Government needs to step inr What does Treasury think the num- 
ber is, $10-, $15-, $25-billion? What is the number? 

Mr. Summers. I don't have a particular number to give you. I 
think that while we have engaged in a certain amount of consulta- 
tion, I think before coming to a judgment about a number, it would 
be appropriate to engage in much more extensive consultation than 
we have yet had an opportunity to do. 

I think I would say, and I know this is something everyone recog- 
nizes is very much fluid, that the $10 billion, on a national basis, 
figure that was contained in H.R. 230 strikes me as very likely to 
be too low a figure relative to what I would regard as appropriate 
and, almost certainly, too low by a siepificant factor. But just what 
the right number is I am not prepared to say at this point. 

Mrs. Kelly. Has Treasury studied this? 

Mr. Summers. Treasury has thought about this and has con- 
sulted and received views from a number of corridors and consid- 
ered it. I am not sure I would want to dignify the work we have 
done so far as a study, but we have certainly looked at the ques- 
tion. 

Mrs. Kelly. In the process of the help that you volunteered to 
work with this committee on, perhaps you think you can provide 
us with some sort of help with a number. 

Mr. Summers. I am sure we can provide the guidance to the com- 
mittee in setting an appropriate figure, and of course, this is a lit- 
tle more complicated than just providing one number, because it 
depends on whether one is looking at the Federal level or one is 
looking at particular States. But I think we can — I would imagine. 
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in working with the committee, we would be in a position to pro- 
vide guidance on the set of questions around triggers, yes. 

Mrs. Kelly. OK, thank you. 

You mentioned flexibility. I am curious about how that can be 
achieved to promote a private sector reinsurance growth. Since 
H.R. 219 has two different approaches, the catastrophic or the 
State XOL contracts, do you see them as working together or inde- 
pendently? Talk to me a little bit, if you can, to Kind of explain to 
us a little bit more what you mean by '^flexibility" and how you see 
that in the framework of H.R. 219. 

Mr. Summers. I would hope that any legislation that would ulti- 
mately pass would include a provision for XOL contracts, whether 
on a national basis or on a regional basis, which would be eligible 
for anyone to buy at auction, and that the availability of those con- 
tracts would, in turn, make it possible for them to compete in — ^for 
those who purchased it— to compete in the downstream insurance 
market. I don't think that the Federal Government should confine 
its assistance to particular buyers, as I think any seller knows that 
it is likely to have its product distributed more effectively if it pro- 
vides for multiplicity of buyers and competition, rather than a sin- 
gle buyer. 

I thmk that is the approach that we need — that the Federal Gov- 
ernment should take. Just what the right means are is a very com- 
plicated subject; I think it is difficult to discuss in this forum. 

Mrs. Kelly. Thank you. One final question. Currently, insurers 
can deduct losses against profits and save taxes by applying them 
back 2 years and forward 18. What effect has that had on the Fed- 
eral tax revenue? And I am curious about whether or not this is 
adequate to address the routine insurer loss. 

Mr. Summers. I can get you an answer in writing that is more 
specific than the answer that I can give you here. 

Clearly, when you are dealing with laree disasters that would 
cause the income in one year to be radically different, it is appro- 
priate to have loss carry-forwards and loss carry-backs. So I think 
there is a question about exactly the right loss carry-forwards and 
loss carry-backs. Of course, any change in loss carry-forwards and 
loss carry-backs would represent a budget item that would have to 
be scored as havine an adverse impact on the deficit; and I think 
a virtue of the kind of approaches that are being discussed here is 
that they have the potential to be revenue neutral, because a 
super-actuarial premium is being collected for the Government in 
return for any insurance that is provided. 

Mrs. Kelly. Thank you very much. Perhaps we can enter a dia- 
logue about those last two questions at some later date. 

Mr. Summers. I would like that very much. 

Mrs. Kelly. Thank you very much. 

Chairman Leach. Thank you, Mrs. Kelly. 

Mr. Vento. 

Mr. Vento. Thanks, Mr. Chairman. 

Mr. Summers, I appreciated your statement. You pointed out 
that one of the major concerns here is that this would not be — that 
the actual charge for the policies that are either instituted by the 
State or the private sector on this, before we get to the reinsurance, 
be sound. Is that, that they be actuarially sound? I mean, I know 



Digitized by V:iOOQIC 



31 

there was an amendment offered like that in the subcommittee. 
Does that satisfy the concern or what do you mean that they be 
realistic? Obviously, if you are reinsuring, you want to make cer- 
tain the folks in front of you are real with their money. 

Mr. Summers. I am sony, Congressman Vento; I am not trying 
to be evasive, but I am not understanding the question you are 
asking. 

Mr. Vento. Well, your concern was, your first concern was that — 
in fact, your migor concern, I understood; and I can't find it right 
now. 

Mr. Summers. Oh, I see, that pricing decisions be sufficiently in- 
sulated and so forth? 

Mr. Vento. Yes. 

Mr. Summers. I think there are historical grounds for worrying 
that when the Federal Government agrees that it is going to pro- 
vide a service and it is going to charge an appropriate price that 
covers its costs for its service, that over time the people who are 
principally interested in the matter are the people who are going 
to buy the service, and that the political process feels pressure to 
price it in a way that is attractive to the buyers. And over time, 
the Federal Government, which thought it was doing something 
that was going to be revenue neutral, ends up doing something 
that is quite costly to it. I think we have seen that kind of thing 
in other Government insurance progprams. 

My point was just to emphasize — and I think this is something 
that is possible to do— that we need to find mechanisms such as 
a commission that reports, that would insure integrity to the proc- 
ess and would prevent that kind of erosion. 

Mr. Vento. Well, that is right. I think as we go down the road 
in the decades to come that the initial insurance, that your reinsur- 
ing may end up being more of a mirror than anything substantive. 
So instead of being a dynamic process, there ends up being a thin- 
ner and thinner layer of insurance, and especially with the cata- 
strophic type of events. 

And I suspect that one of the reasons the various States, with 
regard to hurricanes and earthquakes, have discontinued this par- 
ticular insurance activity is because there are almost certain losses 
based on the tectonic and other meteorological information that is 
available. It is obviously trying to insure, you know, housing, busi- 
nesses. I know this is just dealing with residential, but in these 
various zones, it is just about a sure loser. You would have to 
charge the type Bs. 

So they have actually withdrawn from some States, and the idea 
is through this Federal reinsurance, to in fact try to recreate, as 
it were, to make it possible to have insurance in these instances, 
is my understanding of this. 

Mr. Summers. That is right. That is right. Congressman Vento, 
but I would qualify what you said in one way. Where there is a 
high probability — I am not a geologist or meteorologist, but where 
there is a high probability of disaster, any actuarial fair premium, 
if there is a 10 percent probability of a home being destroyed each 
year, then you would have to charge as a premium at least 10 per- 
cent of the value of the home if you were going to have any chance. 
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Where it is that kind of situation, frankly, the bills under discus- 
sion here are not going to actually address the problem. 

What these bills are addressed at is a different problem, which 
is the very large disaster that actually has a low probability, of 1 
percent or less, of taking place, but people, knowing if the 1 percent 
comes up, they will be bankrupted, are very reluctant to write that 
kind of insurance or charge a very, very high fee for that insur- 
ance. 

And so it is not the general problem of high risk in dangerous 
areas that can be addressed through a reinsurance approach of this 
kind; rather, it is the people worried about the 1-in-lOO shot, who 
therefore withdraw from the market. 

Mr. Vento. I have two concerns, one for the Federal Govern- 
ment, as we are collecting these premiums, that there not be a re- 
bate policy in place and that we have some security, that as we are 
collecting the premiums — because I think there is a tendency of 
California, Florida and a few States that are paying this in, to 
think that it is their money. And I have seen it happen before and 
there are concerns about that. 

Second, in your statement, the impression I got, and you can cor- 
rect it if it is wrong — not with a long statement because you don't 
have a lot of time — ^but you would like to see this expanded to dif- 
ferent categories of catastrophe; that's the way I read one of the 
lines here. 

And, second, I am concerned about your statement in here about 
mitigation. I believe that Mr. Maloney offered an amendment on 
mitigation, and you suggest you do not want a specific percentage 
of earnings spent on mitigation. OK, that's fine, but I think we 
need to be concerned about mitigation because, indeed, if one of the 
other risks in terms of making this actuarially sound is to make 
certain that construction isn't going on on properties that are likely 
to sustain substantial damage — we have V zones, we have flood 
zone protection, and a lot of extra activities; and the message that 
ought to come out of this legislation is that we do not want to be 
funding residential, or for that matter, business, if we get to that, 
structures that are not adequately or soundly constructed for Uie 
type of events that occur in a particular location, nor in sites that 
are highly probable to be subject to types of damage. 

So those are my concerns, that the money not be rebated and 
that in terms of the percentage of mitigation that we are not com- 
pletely ignoring the issue of mitigation actions in terms of construc- 
tion in activities that we are insuring. 

Mr. Summers. Congressman Vento, I think all of your concerns 
are very important. One, I do think we have to be very careful with 
the political mechanisms we take with respect to the premiums, 
that we understand these are premiums for low probability events, 
and we don't dissipate them in the period before the low probability 
event takes place. And there is a reference to that in my testimony, 
but I think crafting the right kind of institutional approach to 
doing that is a critical challenge, I agree with you very strongly. 

Mr. Vento. Rebates would be one way to do it. 

Mr. Summers. I would certainly support that. Other catas- 
trophes, I think the principle should be where it is a low prob- 
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ability, big damage, and therefore difficult for the private market 
to handle, we should do it, it should in principle be done. 

Where it is a more routine kind of once-every-three-year event, 
I think we have much more presumption of relying on private mar- 
ket forces. And while we did have some technical concerns about 
the specific proposal that was put forward, I very much share your 
view that mitigation is an important piece of this. 

The original legislative process on this had sought to combine ap- 
proaching the issues that we are discussing here with approaching 
a range of other issues involving mitigation, and also involving reg- 
ulation of insurance; and I think the feeling at this point, whicn 
I am inclined to share, was that the best prospects for moving 
ahead were with a vehicle Uiat was focused on, if you like, the cap- 
ital market and reinsurance aspects. 

But I very much share your concern and I suspect we could be 
comfortable with approaches that in some way married some as- 
pect of mitigation to this. Of course, funds that are used, premiums 
that are used to reinforce structures are not available to then pay 
for the subsequent disaster, so one has to— although, of course, 
they reduce the damage from that disaster. So I think one has to 
be careful with respect to the approach, but the basic direction you 
are espousing I very much agree with. 

Mr. Vento. Thank you, Mr. Chairman. 

Chairman Leach. Well, thank you very much. 

Now we would like to turn to one of the committee's insurance 
experts, who, I suspect, wants to ask about snow slides, but Mr. 
Hill. 

Mr. Hill. Thank you, Mr. Chairman. Avalanches we will talk 
about. 

Mr. Summers, first I want to echo the comments of other col- 
leagues about your thoughtful testimony. It seems to me your com- 
ments about the fact we have a substantial and growing market for 
reinsurance and contingent capital, different mechanisms for deal- 
ing with the problems of solvency here, I think is accurate. 

The real question is, is there some expectation that is going to 
be stable? Reinsurance premiums and insurance premiums are ex- 
traordinarily volatile. That is the history of this industry. Could 
you comment on that? I mean, do you believe there is stability in 
that pricing now or do you have any expectation of any stability in 
that pricing? 

Mr. Summers. I think you raise a very, very important point, 
Congpressman Hill. I think it is difficult to fully sort out, in terms 
of the growth of involvement in reinsurance in the capital markets, 
how much of it is desirable innovation that will be permanent and 
how much of it is a response to the fact that afler rather difficult 
years in the early 1990 s, from the point of view of catastrophes, 
the world has been somewhat more fortunate. And certainly, the 
historical experience is that there is a substantial, if you like, sec- 
ond accident problem; and in the event of a major event, in its 
wake, I suspect that there would be calibration of all the models 
and such and that the insurance would be less available than it 
is — ^insurance will be less available than it is right now. I think 
that is another rationale for there being a Government backstop. 

Mr. Hill. This raises the threshold? 
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Mr. Summers. I think that is fair. 

Mr. Hill. I guess my starting point for this is, first, do no harm, 
and I have a concern about whether or not this bill will create an 
incentive for the creation of more State funds or pools. 

What is your opinion about that? Do you think that this will cre- 
ate an incentive for more State funds and more pools? 

Mr. Summers. I would put it slightly differently, but I would 
share the concern. 

I worry that the bill, as it is written, tilts the playing field more 
than perhaps it should to public sector solutions at the State and 
local level and that that tilt could be addressed by adding features 
that provided for excess-of-loss. 

Mr. Hill. Would you share my view that if this does create an 
incentive for the creation of more funds and pools, that could have 
an adverse impact on the marketplace responding to, this further 
response to this issue. 

Mr. Summers. I think there is a real concern there, yes. 

Mr. Hill. You know, we compare apples and oranges here when 
we look at Florida, California, Hawaii; I mean, these are really dif- 
ferent solutions to similar problems, and the only similarity really 
is catastrophic exposure. But one of the common threads tnrough- 
out all of those solutions is that they give special tax treatment to 
the accumulation of reserves for the purposes of buildine a financ- 
ing pool to pay catastrophic losses; that is universal in all of those. 

Why wouldn't it be a good idea to create a mechanism to encour- 
age in the private marketplace more favorable tax treatment of the 
accumulation of reserves that are focused on addressing cata- 
strophic exposures? Wouldn't that level the playing field between 
the public sector and private sector solutions? 

Mr. Summers. I think there is a case to be made in that direc- 
tion. It, I think, is limited by two factors. One, any such approach 
would have budget costs and perhaps quite significant budget costs; 
and second 

Mr. Hill. But scoring shouldn't be the criterion by which we pick 
a poor solution over a good solution. 

Mr. Summers. But I think the question of whether we are doine 
something that is diverting resources that could otherwise be used 
for other purposes, as any kind of tax cut in this area would, that 
is a different thing than an approach that doesn't impose a cost 
over time on the Federal Government; and I think it is legitimate 
to 

Mr. Hill. This is a zero sum game whether we pay for it through 
private sector reserves or pooling reserves or whether it comes out 
of losses that insurance companies would take for tax deductions 
in the future. I mean, over a long period of time, the amount of 
money to finance the claims ought to be the same; isn't that accu- 
rate? 

Mr. Summers. Well, I think that there is some potential advan- 
tage from relying on the Federal Government's ability to spread 
risk across space and over time. But I think the tax question is — 
I mean, we have looked at it a bit, and it is something that should 
be considered in the context of this issue. But the Budget set of 
issues is one set of issues it raises; the other set of issues it raises 
goes to neutrality of a different sort. You mentioned neutrality be- 
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tween corporate-private approaches and State funds. There are also 
issues of neutrality between insurance companies in this business, 
and the insurance companies and other financial entities in other 
businesses who do pay taxes on accumulated interest; and there 
are apparently, I am told by the technical experts, difficult issues 
of balance there. 

But we would certainly agree with you that the tax issues are 
something that is appropriate to consider in a full look. 

Mr. Hill. Mr. Chairman, if you would indulge me one last ques- 
tion because this, I think, is really important. 

You made the comment earlier, your goal is not to have the sub- 
sidy, yet in your testimony you talk about spreading the risk over 
the entire population of the Nation, which really supposes a risk 
transfer. The question I have is, if we are going to spread the risk 
over the entire population, shouldn't the benefits of this be spread, 
likewise, over the entire population? Shouldn't the citizens of 
States that don't, like my State, Montana, which have a cata- 
strophic exposure in terms of the types of perils they are exposed 
to, but not the size of the economic risk, shouldn't they benefit 
equally to the people where there is a concentration of values? 

Mr. Summers. I think in terms of speaking about spreading risk, 
I spoke somewhat imprecisely, and that may be why I wasn t very 
clear in my conversation with Congressman Kennedy earlier. 

We are not — by spreading risk, when I use the term spreading 
risk, I am not speaking about having taxpayers in one State sub- 
sidize taxpayers in another State. Rather, the notion is that the 
Federal Government can bear risk more inexpensively because of 
its charge. Just as a life insurance company that insures 100,000 
people can price more effectively than a life insurance company 
that insures only 100 people, even though it is not subsidizing from 
one person to another and is charging everyone a premium, oased 
on their assessment of that situation, so also the Federal Govern- 
ment, by virtue of its size, has an advantage in bearing risk. But 
that does not mean that it is engaged in cross-subsidy. 

I think the question you get into when you raise — and one can 
argue this, it seems to me, on both sides. The question you get into 
when you look at States that have less extreme catastrophes is, on 
the one hand, I think all of us feel the impulse to provide benefits 
uniformly and in a nationwide way, and not to buy benefits for 
some, rather than for all. On the other hand, one of the principles 
that many of us have embraced here this morning is that the Gov- 
ernment should do what the private market can't do, not what the 
private market is able to do. And for catastrophes of a more pre- 
dictable sort and of a less extreme and more frequent sort, there 
is a sense that the Federal Government has much less role in add- 
ing value, and that any Federal involvement would be much less 
additive and much more replacing of what private markets would 
otherwise do. 

So the question that I think the committee will face in drafting 
legislation is the tension between the goals of universality and the 
goals of not displacing the private market. 

Mr. Hill. Thank you. 

Thank you, Mr. Chairman. 

Chairman Leach. Thank you very much, Mr. Hill. 
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Mr. Bentsen. 

Mr. Bentsen. Thank you, Mr. Chairman. 

Mr. Secretary, I appreciate your comments and particularly your 
comments on the legislation, and I think in hearing the discussion 
of the Members that we should be cautious today in being con- 
cerned about some States benefiting under this program, because 
there are many other programs that some States benefit firom and 
others do not. So if we start getting into ticking oflF States, we are 
going to find out we are going to put ourselves in a jam in the 
States we represent. 

I will give you an example. With the Federal flood insurance pro- 
gram, which doesn't necessarily benefit every State, it is a sub- 
sidized program, it is very important to my State, and so I think 
we should be cautious. 

I also think the comments that Mr. Vento made are on point. 
Again, I would reference the flood insurance program with respect 
to mitigation. In Houston, Texas, for instance, we have a situation: 
We have a moving flood plain because we have no land use control, 
and so you have constant upstream development that occurs, 
changes the flood plain, and there is nothing we can do about it. 
But tne taxpayers from around the country tend to subsidize. 

But the way I see this program, in looking at this legislation, it 
would appear there is, at least initially, not a subsidy. There may 
be an implicit subsidy of some part, but not an explicit subsidy. I 
guess ultimately if everything bad were to happen, that could 
occur. 

But, Mr. Summers, if you could explain further in the technical 
questions in your appendix, you have three points that I am curi- 
ous about. One is that Treasury would propose that the Secretary 
not be able to deviate pricing of premiums downward but only up- 
ward, and I guess that addresses in part the rebate question that 
Mr. Vento raised. 

Second of all, the issue of risk load, and then the question of the 
budgetary impact, is it possible to structure the legislation and to 
structure the fund in such a way, perhaps, like the BIF fiuid, 
where the funds are secure, that they are not used for other pur- 
poses, to structure the Secretary's and the commission's pricing so 
that it reflects the capital adequacy of the fund. 

Mr. Summers. My impression is, those difficulties should be sur- 
mountable, although in not all of those difficulties could I give you 
a precise means of surmounting. It is an issue that I think requires 
veiy careful political thought. 

You mentioned the example of the BIF fund. One of the concerns 
in this area, given that we are talking about catastrophes that 
have a very low probability of taking place, is that afler 15 or 20 
or 25 vears, when there has been no catastrophe and the premiums 
have been paid and have been accumulated in a fund, one senses 
there is the possibility that since the fund has substantial re- 
sources, there might b!e a feeling it was no longer appropriate to 
charge premiums; and that, of course, would be wrong because 
with 1 in 100 events, it would not be remarkable that 25 years 
could go by without such an event taking place. 

So I think we have to think very carefully about what the right 
mechanisms are for ensuring that that is managed well. And of 
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course the questions of scoring are questions on which much of the 
expertise resides up here in the budget process and at 0MB, but 
I uiink these are manageable issues, but not easy issues. 

Mr. Bentsen. It would seem, in particular with the capitaliza- 
tion of a fund, obviously there are some legislative things we can 
do to tighten it up to ensure the funds are allocated properlv and 
accounted properly. And I agree that after 25 years, you could have 
delegations from certain States who might say, well, gee, we 
haven't had an earthquake in 25 years and now we have paid in 
the premiums to such an amount tfiat we are way overcapitalized, 
although you might, I guess, want to look at a formula. Because 
your risk exposure should be rising as well, hopefully the property 
values are increased at the same time the fund balances are in- 
creased, so you might consider that. 

It might be helpful if we do move forward on this legislation — 
as I guess the Chairman has indicated we are — that Treasury, in 
the response you are going to provide the Chairman, that you 
might be willing to provide some specific language or ideas to ad- 
dress that. 

Mr. Summers. We will do that. 

Mr. Bentsen. Thank you. 

Thank you, Mr. Chairman. 

Chairman Leach. Well, thank you, Mr. Bentsen. 

Dr. Weldon. 

Mr. Weldon. Mr. Chairman, I will pass. 

Chairman Leach. Thank you. 

Mr. Maloney. 

Mr. Maloney. Thank you, Mr. Chairman. 

Mr. Secretary, thank you very much for your testimony, and 
thank you in particular for your testimony to the effect that H.R. 
219 provides a foundation. And I look forward to working with the 
Treasury Department as that foundation is developed, and the first 
thing I would do, just by way of comment, is to reinforce Mr. La- 
Falce's and Chairman Leach's comment that that cooperation on 
the development of the legislation is very important to us, and we 
look forward to that. 

My question has to do with the mitigation issue. Literally, the 
old proverb is, an ounce of prevention is worth a pound of cure, and 
therefore, from a financial as well as a human point of view, I 
think that the mitigation issue is critical and a critical element of 
the legislation. 

You have expressed what I believe you referred to as "technical 
concerns" about the mitigation language in the bill as it stands. I 
would be very interested in an amplification of those concerns, and 
I would also be interested in the Treasury's view as to any other 
framework of mitigation. What other things relative to mitigation 
should the committee take up in its deliberations? 

Mr. Summers. Let me, if I could, just make very clear that we 
very much share your concern, and I think if one looks at the legis- 
lative history in this area, rather elaborate mitigation procedures 
have been very much under discussion and, frankly, have run into 
a variety of obstacles of practicality and of politics. And I don't 
have a specific alternative to suggest today. 
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Our concern was, as I think I mentioned earlier, that if you have 
the legislation — ^if you have the funds diverted from the disaster 
fund, then they are not there in the disaster fund to meet the dis- 
aster, and you also change the whole process in the sense that you 
have appropriated funds and appropriated outlays, and all those 
kinds of problems seem to us to oe large. 

But I think in the context of the Federal Government's continu- 
ing review of its disaster policies and its impact on building codes 
and the like, there is a set of things that can be done. And while 
I don't know that we have any original thinking to offer on that, 
and it is not really — ^this part of me issue, frankly, is not some- 
thing that really falls within the Treasury Department's com- 
petence. What I would be happy to do is provide you with some 
summary of the set of provisions that were under discussion ear- 
lier. 

Mr. Maloney. Fine. I just want to take the opportunity to point 
out that the bill, as it sits today coming out of the subcommittee, 
is different than the bill going into the subcommittee; and one of 
the critical differences is that the mitigation funding is, in effect, 
only available beyond the actuarial soundness of the fund, so the 
prior concerns about mitigation money coming out and therefore 
not beine available to the corpus of the fund for indemnification is 
not exactly the situation as it sits in the bill. 

Mr. Summers. I think you make a very important point. Con- 
gressman Maloney. We still, I think, worry that if you don t pro- 
vide — ^if you establish the principle that any part of the accumula- 
tion of this fund, either an actuarial thing or a risk load, which cov- 
ers the prospect that you mi^ht not have gotten the actuarial part 
right, to establish the principle that those funds can be spent, that 
may be a somewhat slippery slope, and that is why we view it with 
a lot of caution. 

Mr. Maloney. I understand that point of view, and I think that 
goes back to something Congressman Vento said, and goes to the 
whole issue, then, of rebates and other kinds of misuse of the fimd; 
and that goes really to the general issue of the management in 
finding a way to guarantee the integrity of the management of the 
fund. 

But I would say that that is the direction that I would look to 
for the solution, rather than not providing an effective financing ve- 
hicle for mitigation efforts. 

Mr. Summers. I think that is a fair comment. I would not want 
to dispute that at all. 

Chairman Leach. Thank you very much. 

Mr. Sherman. 

Mr. Sherman. Thank you, Mr. Chairman. 

I think the Federal uovernment has two roles. One is as con- 
cerned with its citizens as a Grovernment and concerned with 
human beings, we should want to reduce disaster losses, make sure 
those disaster losses that occur are insured, provide Federal aid for 
uninsured losses, knowing that if we don't provide that aid, the fi- 
nancial loss will have to be absorbed by the same people that ab- 
sorbed the psychological trauma of the disaster itself. 

This bill, I think, goes a long way toward trying to make sure 
that losses are insured losses, rather than uninsured losses. 
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I hope we would also be acting to try to reduce and mitigate the 
risk, but just because a bill doesn't achieve everything doesn't 
mean it doesn't achieve important results. 

The other role for the Federal Government is as the world's larg- 
est financial entity. It should be pointed out the Federal Govern- 
ment has OPIC agenq^, along with a number of others, where it 
decides to get into the insurance business, in part because it is the 
largest financial entity in the world and can shoulder risks that 
various private sector companies cannot, and even earn a profit, in 
part because it has an interest in making sure insurance is avail- 
able 80 as to allow a particular economic activity to proceed. 

As I understand this bill, the premiums that will be charged will 
be actuarially sound and, if anything, may allow the Federal Gov- 
ernment to make a profit; and if the Federal Government is noth- 
ing more than the world's largest private investor, it might be a 
good deal. But I think the other thing to point out is, the Federal 
Government is not just an investor m reinsurance; it also, as a 
Government, suffers the cost of uninsured losses. And my question 
goes bevond anything that I would ask the Secretary to respond to 
orally, because I think it will take some analysis by your depart- 
ment, and that is to take a look at how much the Federal Govern- 
ment has to gain by having more disaster insurance purchased by 
homeowners. 

First, in the area of FEMA and other Federal agencies, what 
does the Federal Government save by not having to provide as 
much aid in the upcoming disaster? And then, second — ^and I know 
this was alluded to by one of my colleagues earlier — ^looking at the 
tax system, where there are substantial tax deductions for those 
that incur uninsured losses, but if the loss is insured, the home- 
owner is made whole and the Treasury does not suffer a loss. 

What I would propose is that you take a look at the disaster 
most impressed on the minds of my constituents, the Northridge 
Earthquake, and analyze, both in terms of the expenditure side, 
FEMA, and so forth, and the tax side, what would have been the 
Federal cost if the number of homeowners that had disaster insur- 
ance had been 20 percent less than actual; or what would have 
been the Federal savings, both in terms of increased revenue and 
reduced cost, if 20 percent more homeowners had purchased disas- 
ter insurance prior to that earthquake. And I think we may come 
to a bill that not only is scored revenue neutral, but is perhaps 
scored as a — and my guess is CBO would not be this sophisti- 
cated — ^but should be scored as a bill that provides substantial ben- 
efit to the budgets of the future. 

I have very little remaining time, and perhaps you have a few 
general comments, but I know this will take an analysis of the De- 
partment. 

Mr. Summers. Congressman Sherman, you raised a very impor- 
tant set of issues. The tax point you make is not one that I am 
aware that anyone has thought about, although it seems to me to 
be a very important point, and we ought to be able to try to make 
some kind of estimate of the magnitude of it. 

The people have looked to some extent on the expenditures side, 
and there are effects, but I think — ^and we will study this more 
carefully in response to your question — ^that the effects are not as 
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laree as one might at first suppose, that the vast majority of the 
Federal money after Northridee went for various kinds of improve- 
ments in reconstruction of infrastructure, of various kinds of com- 
pensation for costs to State and local government entities, and that 
the amount that went to homeowners to compensate for costs that 
would have been insured by homeowners' insurance, is — at least 
from the preliminary looks that have been described to me, these 
costs are actually not large. 

There is an additional potential interaction havine to do with a 
possible — you know, possible public sector roles in the event of in- 
surance company insolvencies, which is an additional interaction 
that goes in, and I think the general point that you are making, 
which is that, in part, in the event of a substantial catastrophe, the 
Federal Government will have very large liabilities; and to the ex- 
tent it can be compensated in advance for those liabilities, any 
amount at all that is better than not being compensated seems to 
us to be a fair and important one, and I think is at least brieflv 
noted in my prepared statement as one of the rationales for Fed- 
eral Government in this area. 

Mr. Sherman. About how long will it take for this massive 
project I have asked for? 

Mr. Summers. Oh, we will set it to you as rapidly as we can. I 
shudder to make an estimate because of a rule I learned as a stu- 
dent, when somebody said to me when an estimate is given of how 
lone something will take, what one should do is double it and move 
to the next higher unit of time, so days become weeks and weeks 
become months, and since then I have learned to be careful about 
giving estimates as to how long things will take, but we will do it 
as rapidly as we can. 

Mr. Sherman. Thank you. 

Chairman Leach. Thank you very much. 

Did anyone else want to add anything? 

If not, let me just say in summary that I have been impressed 
with the discussion that has occurred. It seems self-evident to me 
that there is a possibility in the making of a win-win situation, one 
in which homeowner insurance premiums can be reduced, one in 
which risk can be removed from parts of the insurance industry, 
and one in which taxpayers can conceivably actually earn money 
in a program, rather than lose. 

On the other hand, if this kind of approach is misshapen, you 
could have significant taxpayer liability, and so certainly the de- 
tails are essential in how we proceed; and for that I am appre- 
ciative of the testimony today and the commitment of future input 
from the Department of the Treasury. Thank you very much. 

Mr. Summers. Mr. Chairman, thank you ven^ much and let me 
just thank you for this opportunity and the Members of the sub- 
committee, who I think have made a great contribution in bringing 
this to this point. And I would like, in particular, also to thank the 
Members of your staff and the Members of the subcommittee staff 
who have given a great deal of thought to these issues and with 
whom we look forward to working in the future. 

Chairman Leach. Well, thank you, Mr. Secretary. 

Chairman Leach. I would now like to ask the second panel to 
come to the table. 
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Our second panel includes representatives of State-operated ca- 
tastrophe programs, which would be eligible to purchase the Fed- 
eral reinsurance envisioned in the legislation. I should mention, at 
the request of our Ranking Member, Mr. LaFalce, the Insurance 
Commissioner of New York was invited by the committee to testify, 
but was unable to attend because of a scheduling conflict. 

Mr. Donald Dowdell is Deputy General Counsel of the Florida 
Department of Insurance and is testifying on behalf of Florida 
Commissioner Bill Nelson. 

Mr. David Knowles is the Chief Deputy Insurance Commissioner 
for the State of California and is testifying on behalf of California 
Commissioner Chuck Ouackenbush. In 1995, as an assemblyman, 
Mr. Knowles authored legislation to pave the way for the creation 
of the California Earthquake Authority. 

Chairman Leach. Gentlemen, welcome. 

Mr. Dowdell. 

STATEMENT OF HON. DONALD A. DOWDELL, DEPUTY GEN- 
ERAL COUNSEL, DEPARTMENT OF INSURANCE, STATE OF 
FLORIDA 

Mr. Dowdell. Mr. Chairman, Members of the committee, thank 
you very much for the opportunity to speak to you this morning 
concerning this legislation. What I would like to do is just to sum- 
marize pertinent facts based on Florida's experiences, which I 
think indicate the wisdom of an approach such as is suggested in 
this legislation. 

Hurricane Andrew, when it struck south Florida, caused $20 bil- 
lion worth of damages, including $16 billion worth of insured dam- 
ages. Hurricane Andrew is considered to be about a l-in-50-year 
event and it was a Category 4 hurricane. Andrew was by no means 
a worst-case scenario. Ifthe course of the storm had veered one de- 
gree to the north, and had made it to the Miami-Fort Lauderdale 
area, damages would have been about $52 million. 

Chairman Leach. Excuse me, if I could interrupt just briefly. If 
you would, pull the microphone a little closer. Thank you. 

Mr. Dowdell. Thank you. 

As bad as it was, it could have been worse. But following Hurri- 
cane Andrew, the damages that we saw caused the insolvency of 
11 insurance companies, who were rendered insolvent in whole or 
in part as a result of their inability to pay claims resulting from 
that hurricane. Two additional insurance companies, State Farm 
Fire Casualty and Prudential Property and Casualty Insurance 
Company were saved from insolvency only as a result of significant 
cash contributions by their parents. 

Following Andrew, the voluntary market for homeowners' insur- 
ance in Florida basically collapsed. Insurers who had an overcon- 
centration of risk and sought to secure additional reinsurance cov- 
erage were unable to do so. Many insurers sought to terminate all 
of tneir existing obligations and leave the State. Virtually no cov- 
erage was being written anywhere in the State, including the areas 
in north central Florida, where the risk is minimal, for new poli- 
cies. 

We passed a law which Hmited the ability of insurance compa- 
nies to cancel policies and put a cap of 5 percent on the total nun\- 
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ber of their existing homeowners' policies, which could be canceled 
in any one year. That law remains in effect today. 

Despite that statutory limitation, we had to create a residential 
property joint underwriting association to provide coverage to those 
insureds whose policies were terminated and also to individuals 
purchasing new homes. 

The population of that joint underwriting association grew to a 
high of about 930,000 policies in 1996. Through aggressive and in- 
novative depopulation efforts, we managed to get the population 
back down to a current level of about 339,000 policies. But while 
we were doing that, the population of a second JUA that provides 
coverage against the peril of wind only, increased to about 450,000 
policies. 

One success we have had has been the Florida Catastrophe 
Fund, which we created in 1993. The fund provides low-cost rein- 
surance coverage to insurers that are providing homeowners' cov- 
erage and other residential coverages in Florida. The premiums 
paid by those insurers accumulate tax free, and right now that 
fund has about $2 billion of cash on hand. In addition, as a result 
of a recent IRS ruling and the CAT Fund's ability to issue assess- 
ments to policyholders, they now have an ability to raise about an- 
other $8 billion through tne issuance of tax nree bonds, if those 
funds are necessary. 

Florida has done about everything we can do at this point to deal 
with the threat of hurricanes, but we are nowhere near able at this 
point to handle a mega-hurricane. An event of that maepnitude 
would exhaust the current claims paying ability of the Florida CAT 
fund and the two JUAs and result in an inability to pay all the 
claims that occurred. 

Further, if there were such a mega-hurricane, the funds of those 
mechanisms would be totally exhausted, they wouldn't have any 
funds available to pay claims from a subsequent event. While that 
is not likely in any given year, the models indicate that it will no 
doubt occur, and the only question is when; and if the claims can't 
be paid and repairs, not made, mortgage defaults and economic dis- 
ruption will no doubt ensue. 

I would like to point out Florida is not alone in this regard. I 
have heard testimony and comments earlier. It has estimated a 
Category 4 or 5 hurricane striking New York, New Jersey, Texas, 

foing in anv populated area would cause damages in the range of 
40 to $50 billion, and there is similar liability for earthquakes in 
Washington and also on the New Madrid fault, where an earth- 
quake would cause about $69 billion in damages. 

Insurance is founded on principal spread of risk, and the current 
capacity of the reinsurance industry and the current capacity of 
any one State is inadequate to be able to effectively spread the risk 
of loss from truly catastrophic hurricanes. 

We support this legislation. We think it is going to give us the 
ability to handle the 1-in- 100-year storm and pay claims, hopefully, 
and restore some market stability and some stability in pricing. 
Thank you very much. 

[The prepared statement of Hon. Donald A. Dowdell can be found 
on page 270 in the appendix.] 
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Chairman Leach. Well, thank you very much, and we are appre- 
ciative of your testimony and we want vou to extend our best to 
Bill Nelson, who is a distinguished ex-colleague. Thank you. 

Mr. Knowles. 

STATEMENT OF HON. DAVID KNOWLES, CHIEF DEPUTY INSUR- 
ANCE COMMISSIONER, DEPARTMENT OF INSURANCE, STATE 
OF CALIFORNIA 

Mr. Knowles. Mr. Chairman and Members, as the Chairman 
mentioned, my name is David Knowles. I am Chief Deputy Insur- 
ance Commissioner. I serve with Chuck Quackenbush, who is our 
elected Insurance Commissioner of California. 

In order to give you a snapshot of the California experience, I 
would start by saying that for many years prior to 1994, linkage 
was public policy in California, meaning to say, there was a man- 
dated requirement to offer earthquake coverage. For every policy of 
homeowner insurance that was sold, the insurer had to offer to sell 
a low deductible, frankly very low premium, underpriced policy of 
earthquake insurance. We aidn't know how underpriced it was 
until the Northridge event, because in the aftermath of the 
Northridge quake, it was evident there was a fundamental flaw in 
the way in which earthquake insurance had been written and in 
which it had been priced. 

Two brief examples I will give to quantify: There is a Thousand 
Oaks-based company named 20th Century Insurance Company 
which, upon the advice of the best scientists at the time in the 
early 1990's, the earthquake modelers, in order to protect them- 
selves against risk of loss with earthquake and their book of busi- 
ness, which was centered heavily — overconcentrated admittedly, 
but centered heavily in the North L.A. County-San Fernando Val- 
ley SLvea. the earthquake modelers with the best of science said, you 
need a $100 million reinsurance policy in order to protect yourself 
from an 8.0 earthquake on the Richter Scale. 

An earthquake came along January 7, 1994, known as the 
Northridge quake that was 12 times smaller than an 8.0, it was a 
6.8 on the Richter Scale event, and 20th Century Insurance Com- 
pany paid out 10 times the amount of their reinsurance policy. 
They were barely left standing after that event; by way of selling 
off various divisions and other creative plans, they are still selling 
auto insurance in California today. 

But the massive degree of overexposure to which companies were 
subject was becoming apparent. Many companies ended up payine 
out more in claims in Northridge alone tnan they had collectea 
Statewide in the last 25 years prior to that for earthquakes. 

By this time, our homeowners' market was shutting down be- 
cause if the price to sell homeowners' was that a company had to 
massively overexpose itself and risk the 20th Century experience, 
or worse, they were willing to walk away from the homeowner mar- 
ket. Our fair plan in a 2-year period of time quadrupled in its pop- 
ulation. The nonadmitted market was moving in at a premium 
price that was several times, in many cases, the normal home- 
owner policy that was available. 

It became quite clear there existed in California a strong associa- 
tion between the threats of insolvency to the insurance industry 
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and the interests of consumers in California. The last thing any of 
us wanted, regardless of our philosophical strife, was for consumers 
to have to line up one day to get pennies on the dollar for their 
losses for which they had paid premiums in good faith; and that 
is why the Consumers Union came along and sponsored this con- 
servative Republicans' bill known as AB-1366, a mini policy bill 
which wrote down the coverages, wrote up the deductible from 10 
to 15 on the mandated earthquake offer. They, at that time, despite 
the fact that part of their testimony today says that coverages are 
not adequate or affordable, thought the coverages were adequate 
and affordable that they sponsored in that bill, and it became the 
platform of coverages on which the California Earthquake Author- 
ity today is now based, as we work together to go on from allowing 
the private companies to offer the mini policy with a reduced man- 
date to offer, as well as creating the authority that you know of 
today as the CEA or California Earthquake Authority. It is a tax 
deductible, privately funded, publicly managed entity writing 
earthquake insurance for Califomians. It occupies about 71 percent 
of our market share, and together with the other 29 that write the 
private mini policy, resulted in a dramatic and total reversal of 
market conditions. 

I wish I had time to go into |^eater detail to address Mr. Ken- 
nedy's concerns, which he mentioned, about participation. In fact, 
Califomians are buying this product. Between the private market 
and the CEA purchases we are at pre-Northridge levels. There is 
always a spike in purchases for catastrophe insurance, notably 
earthquake in California, following an event; and there was a big 
spike of about a million extra policies following the Northridge 
quake for about a year or two, as well, but we are back into the 
market in full steam. 

In summary, I would say the CEA is up and running and has 
dramatically reversed the problem of constricting homeowner and 
earthquake markets in California, and we can stand two 250-year 
probable maximum loss events today. And you might s^ that is 
great and sufficient protection, but we believe that H.R. 219 
proactively sets up a Federal reinsurance pool to protect home- 
owners nationwide against the loss of their homes to inevitable 
natural disasters; and it is a farsighted measure that addresses 
this critical issue before a disaster hits, rather than attempting 
haphazard recourse after the fact. We will greatly extend what we 
can do for our consumers in California, and we will greatly improve 
our ability to protect them and extend coverages to them in the 
years to come. We are here in support of moving the bill forward. 

[The prepared statement of Hon. David Knowles can be found on 
page 279 in the appendix.] 

Chairman Leach. Let me thank you very much, and also if you 
would give our best to Mr. Quackenbush, who testified before us 
about a month ago and who is playing such a lead role on the Holo- 
caust issues, among others. 

I think it appropriate to introduce our new brain trust that has 
joined this committee. This is a daughter and best friend, who is 
also a daughter for the day, and we expect to learn a great deal 
from all age groups' perspectives. They indicated that their father 
is not talking relevant issues and that brought before the commit- 
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tee should be the question of whether a report card should be 
issued or not. 

In any regard, I thank you all. 

Let me ask Mr. McCollum if he has any questions. 

Mr. McCollum. Thank you, Mr. Chairman. 

Let me ask you about Florida's participation in any of the pro- 
grams contemplated: H.R 219, as it now stands, or possibly modi- 
fied, as Secretary Summers indicated he desired, by a certain ex- 
cess-of-loss contract opportunity. How would the State of Florida fi- 
nance any purchase of whatever premiums and whatever protec- 
tion was purchased, be it directly into the fund that is con- 
templated by H.R. 219 or through an excess-of-loss contract? 

How would you finance that purchase? Would the cost of that be 
passed on? Would the CAT fiind itself retain the cost to absorb it? 
Would the insurers be required to line item to the public in buying 
a policy, X amount of this cost is now passed on to you, and here 
is the extra price for that insurance premium? How would it be fi- 
nanced? 

Mr. DowDELL. Congressman, there's any manner of ways it could 
be financed. What I can say for certain is the way the bill is struc- 
tured, it gives us flexibility. There is no question in my mind that 
the coverage afforded by the CAT fund can be coordinated readily 
with the reinsurance program and its ability to purchase reinsur- 
ance, which is described in this legislation. 

Legislation, I suspect, would provide for the cost of that layer of 
reinsurance to be built into premiums and included in the pre- 
miums paid by policyholders; that is how we currently recoup the 
CAT fund premiums and the other residual market premium pay- 
ments. 

Mr. McCollum. So that would be included in the premiums that 
policyholders pay, "policyholders" in this case being individual 
homeowners, as opposed to the insurance companies; is that cor- 
rect? 

Mr. DowDELL. That is correct. 

Mr. McCollum. Would Florida be prepared to bid on an auction 
if an auction market were created, be that for the CAT fund di- 
rectly or into the H.R. 219 system; or be that on excess-of-loss con- 
tracts, if they were a mechanism? 

Mr. DowDELL. Congressman, I know that the auction mechanism 
that was orie|inally proposed last year, we had some serious res- 
ervations witn that; and I know there have been some modifica- 
tions to that in this bill. I really couldn't say at this point. We have 
only had the bill a short period of time. We haven't had a chance 
to analyze that. 

I don't think we would have a need to — ^basically, I think, with 
the reinsurance program that is there, that would just provide a 
layer of coverage above what the CAT fund is already providing, 
and between the availability those funds and the CAT funds, we 
would be able to handle virtually any event. 

Mr. McCollum. Mr. Knowles, in California your system works 
differentlv than Florida's system, quite a bit. Does that make you 
more or less comfortable with the precise version in H.R. 219, or 
does it meet your needs too because it is tailored that way? 
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Mr. Knowles. We are not comfortable with the precise version 
of what we see presently, and therefore I am excited about what 
the Treasury Department is going to do to join together with many 
of you to work on language to go forward from here. Quite frankly, 
if I may be so bold to suggest it, both I and the commissioner. 
Chuck Quackenbush, feel that the best long-term solution to the 
problem that we face, notwithstanding the wonderful efforts that 
you gentlemen have gone to to try to erect a solution here, is sim- 
ply tax-exempting the accumulation of reserves or catastrophes by 
the private sector, by private companies. 

Europe does it. It works. It takes a long-term view of protecting 
its citizens from disaster, and I believe this Nation ought to do it 
as well and reflect it in our tax policy. 

However, in the meantime, talking about political reality and 
what is achievable, we laud your efforts and we look for some mar- 
riage of the ideas to come together, and that is why we are here 
supporting the concept. 

Mr. McCoLLUM. Well, I appreciate your frankness about it. I cer- 
tainly support changing the tax laws of those reserve funds as well, 
but you are absolutely right about the practical problems of doing 
that with regard to the moment in Congress, balancing the budget, 
and so forth. 

So we are here trying to modify this bill in a way that will be 
acceptable to you and to Florida and to the other States involved. 
We are just needing your guidance on how to do it. And as I think 
the Chairman indicated earlier when Secretary Summers was here, 
any specific legislative changes, any language, you don't have to 
write a whole bill for us, but either Mr. Dowdell or Commissioner 
Knowles, either one of you in your respective States suggesting to 
Mr. Lazio, myself. Chairman Leach, specific lines that you think 
and ideas you think might help improve this bill, I presume — I 
don't want to presume for Mr. Lazio, but I think we both would be 
welcoming those suggestions if you have them. 

I want to thank both of you for coming today. 

Our States, Florida and California, are greatly in need of some 
form of protection for capacity for insurance and for ways that will 
help if we have two events or the "big banana," as they say in Cali- 
fornia, happening. 

Mr. Knowles. Thank you, Mr. McCollum and Mr. Lazio for both 
of your efforts in this area and specifically for welcoming us to par- 
ticipate in suggesting language. We will do our best to be support- 
ive and prompt in that effort. 

Mr. McCollum. Thank you. Thank you, very much. 

Thank you, Mr. Chairman. 

Mr. Lazio. Mr. Vento. 

Mr. Vento. I will yield to Mr. Sherman. 

Mr. Lazio. Mr. Sherman. 

Mr. Sherman. Thank you. 

Mr. Knowles, it is always good to see a representative from the 
California State government here in Washington. 

Mr. Knowles. Yes, sir. 

Mr. Sherman. As I understand it, the CEA now purchases rein- 
surance for, is it $2.5 billion? 
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Mr. Knowles. That is correct, just below $2.5 billion, and it has 
a claims payine capacity of $7.4 billion, but the reinsurance compo- 
nent is $2.5 billion. 

Mr. Sherman. Now, the other $5 billion of, quote, "paying abil- 
ity," you are not sitting on $5 billion in cash that you and Chuck 
can kind of roll around in? 

Mr. Knowl£S. You know, that would probably be nice in a more 
perfect world, but that is not the case. 

Mr. Sherman. Where does the rest of the paying capacity come 
from, if it is not sitting there in cash? 

Mr. Knowl£S. The rest of it comes primarily from contingent li- 
ability to the participating companies. In the event of an earth- 
quake event, that would be of a certain size, and depending on how 
big and how many insured losses were covered in that event, they 
would be assessed perhaps billions of dollars. 

Mr. Sherman. And you said the CE!A can now handle two 250- 
year events? 

Mr. Knowles. That is correct, and together with the change of 

Soing from the historic 10 percent deductible up to the 15 percent 
eductible that is present in the private industry policies as well 
as the CEA coverages, getting rid of swimming pools, rented struc- 
tures, Norman Rockwell china, not covering those, the combined 
force of that indicates that today we could withstand, with the CEA 
claims paying capacity, a full three Northridges. 

Mr. Sherman. So in terms of trying to make the system better 
for consumers, it would be nice if you could handle four 
Northridges, but three seems sufficient. I don't know anybodv who 
thinks that earthquake insurance in California is a good deal. I 
mean, there are people who buy it, but they are always complain- 
ing about it. And part of the cost is what you are paying for rein- 
surance. As I understand it, you are paying 10 times actuarial cost 
and more in order to get that reinsurance. If the Federal Govern- 
ment went into the reinsurance business, how much would you 
hope to save? 

Mr. Knowles. Well, it is interesting that you would use a figure 
of 10 times actuarial cost. I am sure someone went to great efforts 
to prepare a number like that. But what is an actuarial cost and 
what isn't an actuarial cost, one of the best guides that I have used 
and that I have seen used over the years is not only actuarial, 
what we know of actuarial science per se, but also what the market 
finds necessary to charge for it; and we are paying 11 and 14 per- 
cent respectively for various layers of reinsurance, in and through 
the CEA. As to whether that is 10 times the actuarial cost, there 
wasn't anyone else to offer it at any price and this is the first time 
in history a reinsurance commitment of this magnitude has been 
made for reinsurance specifically. 

Mr. Sherman. So when you say 11 percent, for example, you are 
saying to get $100 million worth of reinsurance coverage, you are 
paying $11 million per year? 

Mr. Knowles. That is right. 

Mr. Sherman. You have looked at the statutory language before 
us. We passed this bill. Any guess as to what vou would be payine 
the Federal Government for reinsurance, and do you think it would 
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be between 11 and 14 percent or closer to the 2 percent that we 
have heard earlier? 

Mr. Knowles. I think it would be closer to the 2 percent that 
we heard earlier. You know, I have not studied it to the point 
where I could say that it would be 2.9 or 1.8, but I think that it 
would be closer to the 2 percent that we heard earlier. And we 
have a situation here where there is no other entity available that 
we know of on this planet to offer that kind of capaci^ and to 
frankly provide to Californians these additional layers of capacity 
that could take from us the $7.4 billion claims-paying capacity all 
the way up to perhaps $25 billion. 

Mr. Sherman. So. Mr. Knowles, this bill is going to save Califor- 
nia consumers or the CEA, and hopely indirectly California con- 
sumers, a couple-hundred-million-dollars every year. Are you wildly 
in favor of this bill? 

Mr. Knowles. I would not characterize my emotions or the com- 
missioner's as being wildly in favor of the bill. We are wildly in 
favor of the concept of the Federal Government playing a role, be- 
cause as you know, Congressman, California consumers — ^and 
again, the CEA is populated today by 955,000 polipyholders, in ad- 
dition to an entire seepnent of the market that is not non-CEA. 
There are a lot of people interested in protecting themselves to the 
point of they are putting out hundreds of dollars a year to buy 
earthquake policies, and they feel that they have done their part, 
and they feel that the State government has done its part. 

It was cathartic, frankly, to brine two-thirds of both houses to- 
gether around that CEA bill, Fll tell you. And now, frankly, a lot 
of us look to the Federal Government, not necessarily to open the 
storehouses of the Treasury, but in a wise and productive and de- 
liberative manner, as these gentlemen have let, to execute its role 
in this matter as well. 

Mr. Sherman. I think you deserve praise for creating the CEA 
in Sacramento, and certainly a $200-million reduction in the cost 
to California consumers will cause a lot of my people in my district, 
for example, to actually buy the insurance and stop being as nerv- 
ous as they are not wanting to overpay and at the same time not 
wanting to go without coverage. 

Thank you, Mr. Chairman. 

Mr. Lazio. Thank the gentlemen. 

We have a vote that is on right now, but we do have a few more 
minutes. 

Do we have any questions. Mrs. Kelly. 

Mrs. Kelly. Yes, thank you, Mr. Chairman. 

I do have a question. I have listened to your testimony, and I can 
see from your testimony what your funds can handle, but we are 
talking about Federal legislation here. And I want to know what 
your estimate of the level is about where you think that the Fed- 
eral Government ought to be stepping in. What number are we 
talking about in terms of where you thmk the Federal Government 
ought to come in? Do you have any thoughts on that? 

Mr. Dowdell. As I understand, the way the bill would operate 
as currently written, there would be a layer of up to $25 billion 
above whatever the State's retention was. And right now Florida 
has got about a capacity of $10 billion; it will be around $11 billion 
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by around the end of this year. I would think in order to be able 
to have reinsurance coverage for a mega-hurricane, the ability, if 
we need it, to be able to get up to that level is about right. 

Mrs. Kelly. Would you definitely buy the Federal insurance that 
was at the end of the plan in H.R 219? 

Mr. DowDELL. I couldn't say that we would definitely buy it. My 
expectation would be that, yes, we would, assuming that it was 
priced appropriately, because our experience, I think, nas been like 
many ottiers . Reinsurance has been unavailable, or to the extent 
it is available, it has been unaffordable. 

Mrs. Kelly. What about you, Mr. Knowles? 

Mr. Knowles. I think the answer to your first Question is that 
that amount has got to be different for different States. The dif- 
ferent States are insuring different risks, have different population 
sizes, have different numbers of insureds in their books of business. 
And the very nature of the risk of their insuring can cause more 
or less damage to structures. So I think that it is something that 
as we work through the specific language of the bills, those attach- 
ment points have got to be specified for the various structures that 
this would provide — ^that the Federal pool would provide a reinsur- 
ance layer to. 

Mrs. Kelly. Mr. Knowles, do you consider the cost of reinsurance 
that is currently available too hic^h? 

Mr. Knowles. I would consioer it too high when I am buying, 
and maybe not high enough when I am selling, depending on what 
side of the table you are on. And, you know, these guys have got 
to stand up to all of those claims one day, if we walk in and have 
that event. So that is the $64 billion question sometimes, isn't it? 
Tlie point is that I believe that it can be done on a more frugal 
scale. Right now it is working for California. 

Mrs. Kelly. So you think it is a rip-off? 

Mr. Knowles. It is working for California. And, you know, there 
was no one else to step up to the plate and offer us that kind of 
coverage for that kind of price, as far as the reinsurance layer goes. 
It was the first time ever in historv that this kind of package was 
put together to insure these kinds of risks, particularly in this 
mamitude. So we are thankful for the structure, for the presence 
of the reinsurance layers being there at this price, and it is work- 
ing. We think that we can actually improve on this recipe. 

Mrs. Kelly. Just one quick thmg. I want to know what mecha- 
nisms you have in place to continue funds if you exhaust your re- 
sources. What have you got to continue the funds if the resources 
for them are exhausted, anything in place? 

Mr. DowDELL. We do not have anything in place, and that is why 
we support this legislation. It would enable us to be able to avoid 
exhausting the available funding and funding mechanisms we 
have,. 

Mrs. Kelly. Thank you, Mr. Knowles,. 

Mr. Knowles. Similarly, if there is in California a huge earth- 
quake that we have never seen before, or a series of eartnquakes, 
it would quickly deplete CEA claims-paying capacity. The statute 
calls for claims to be out of that point on a pro-rata basis, and for 
the closure of the authority. So there is no contingency plan beyond 
that, and that is where we are looking to the Federal Government 
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to perhaps have some sort of partnership role. And that is why we 
are here in support of H.R 219 today. 

Mrs. Kelly. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Lazio. Thank the gentlelady. 

We have eight minutes left on this vote. I am goine to hold the 
hearing in recess until 1:15, and we will come back about 1:15 for 
the remainder of the questions. The hearing is in recess. 

[Recess.] 

Chairman Leach. Mr. Lazio. 

Mr. Lazio. Thank you, Mr. Chairman. And I want to thank both 
of the panelists, Mr. Dowdell and Mr. Knowles, for their knowl- 
edgeable and thoughtful testimony. 

I guess what I would like to discuss, because of the creation of 
three State programs, the liquidity problem in California, Florida 
and Hawaii as a result of recent natural disasters. 

I would like to ask your assessment of their reinsurance capacity 
in each of your particular regions. I think it is probably important 
to think about reinsurance, not just in terms of having national 
availabilitv, but availability for a particular region and this so- 
called "risk-of-ruin" issue that is very much inherent in the pricing 
of reinsurance. I would ask Mr. Dowdell first, what, in your opin- 
ion, is the capacity of private reinsurance right now in the Florida 
marketplace? 

Mr. Dowdell. Congressman, our experience has been that the 
reinsurance has not been readily available that is required in order 
to adequately spread the risk of loss from a truly catastrophic hur- 
ricane. I think that is probably a result of two things: One, the de- 
mand is for the upper levels. I mean, prior to Andrew, all the mod- 
els said the maximum losses would be about what they were in 
Hugo. Now they realize that is wrong. The models have all in- 
creased dramatically, and everyone is scrambling to get those lay- 
ers of reinsurance U)r the truly catastrophic loss, and there is just 
not enough capacity to assume that amount of exposure. 

Mr. Lazio. I take it if there were more reinsurance, you would 
buy it if it was aflTordably priced? 

Mr. Dowdell. That was the other point I wanted to make. If we 
could have gotten it, we wouldn't have needed to establish the CAT 
ftind, but it was unavailable, and we, as a result, had to establish 
the Florida catastrophic fund to provide that layer. 

Mr. Lazio. The CEA purchases private reinsurance. I am just 
talking about some of the pricing issues, and I take it that would 
be true as well with the California Earthquake Fund, that if there 
was more affordable reinsurance, that you will be buying it, it 
would be in the marketplace? 

Mr. Knowles. It would have to translate either into additional 
coverages that we are not able to offer today, lower-rated premium, 
more consumers being able to be covered by the CEA, or some com- 
bination of the above. 

Mr. Lazio. So you have reinsurance that you buy. It is all from 
one entity? 

Mr. Knowles. No, it is from several different entities. 
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Mr. Lazio. No. The number I received, and I am not sure if it 
is accurate or not, was that an annual premium was approximately 
$460 million for about a billion-and-a-half dollars of reinsurance. I^ 
that accurate? 

Mr. Knowles. Unfortunately, the more handsome guy that was 
sitting behind me has left to catch a plane. He is the CEO with 
the California Authority. He could tell you with precision, but your 
number sounds right. I am informed that is closer to two years' 
premium than one year's premium. 

Mr. Lazio. So it is a very costly undertaking, in your opinion, be- 
cause of the so-called 'Visk-of-ruin" that needs to be built into pric- 
ing by reinsurers making it virtually unafTordable to buy more re- 
insurance? 

Mr. Knowles. It becomes prohibitive to try to put together a 
structure through solely reinsurance placements, as well as, you 
know, one has to contemplate is there the willingpiess on the part 
of the reinsurance industry and, therefore, the capacity to make 
such extensions of risk. 

Mr. Lazio. I teke it it is sort of self-evident, again, that if the 
insurance was available, and premiums were not so costly, you 
could pass on those savings to individual homeowners in the form 
of lower deductibles or lower premiums? 

Mr. Knowles. That is true, and obviously the CEA is operated 
as a nonprofit, tax-exempt entity. However, far be it from me to 
criticize tne reinsurance industry for the price at which we have re- 
insurance available in California. At this point we are glad they 
are there. 

Mr. Lazio. It is what it is. 

Mr. Knowles. If we can grind them down, we will grind them. 
I am glad they are there. 

Mr. Lazio. One of the points here in terms of the capital markets 

foing to individual reinsurers who have this risk of ruin concept 
uilt into the prices are not in the position to ofTer sufficient levels 
of reinsurance at affordable prices that make it useful for you to 
shift risk, to offer risk policies to individual residential owners? 

Mr. Knowles. I am not sure I caught the import of the question 
there. 

Mr. Lazio. The point is that the bottom line is that reinsurers 
have limited capacity right now, a fraction of the potential risk in 
a Stete like Florida or in a Stete like California. There is enormous 
room to grow in terms of the current Stete funds and the ability 
to offer more reinsurance, and the problem really is a dual prol>- 
lem; one of reinsurance capacity overall, and perhaps, more impor- 
tantly, more efficient pricing for reinsurance contracts. Is that a 
statement that you would agree with it? 

Mr. Dowdell. It is a stetement I would agree with, Congress- 
man. Insurers can only buv reinsurance witn the premium that 
they obtain from the policyholders. It has got to be built into the 
rate. And at some point in time when the insurance is inappropri- 
ately priced, it is effectively unavailable. 

Mr. Lazio. Thank you very much. 

Chairman Leach. Thank you very much, Rick. 

If there are no more questions for these witnesses, let me thank 
you very much. You have got a long way, and you represent the 
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two States that are most affected, and your presentations will be 
taken seriously bythis Congress. Thank you both. 

Mr. Knowles. Thank you Mr. Chairman, Members. 

Mr. DowDELL. Thank you. 

Chairman Leach. Our third panel will begin with the back- 
ground of existing State insurance programs and a description of 
exactly how the legislation would complement State efforts. The 
panel will continue its testimony from executives from both small 
and large insurance companies and will conclude with testimony 
discussing private market capacity and other capital market solu- 
tions to catastrophe exposure. 

Mr. Kevin Campion is Senior Vice President of Paragon Reinsur- 
ance Risk Management Services, Inc. Mr. Campion nas directed 
the services whicn Paragon has provided to the Florida Hurricane 
Fund since its inception in 1994. Since 1990, Mr. Campion has also 
been actively involved in mechanisms to provide reinsurance to re- 
sidual markets and governmental entities. 

Mr. Joel Freedman is a Senior Vice President and Director of 
Government Affairs for the Hartford Financial Services Group. 

Mr. Robert Pike is Senior Vice President, Secretary and General 
Counsel of Allstate Insurance Company. Mr. Pike is a member of 
the executive committee and former Chairman of the board of Gov- 
ernors of the National Association of Independent Insurers and has 
Previously testified on behalf of the insurance industry and before 
oth Federal and State legislative bodies. 

Mr. Rade Musulin is Vice President and Actuary of the Florida 
Farm Bureau Insurance Company. Mr. Musulin worked closely 
with Senator Stevens during his consideration of disaster legisla- 
tion in the previous Congresss. 

And Mr. Roger Joslin is Chairman of the Board of the State 
Farm Fire and Casualty Company, Director and Senior Vice Presi- 
dent of State Farm Mutual Automobile Insurance Company, and a 
member of State Farm Life Insurance Company. Mr. Joslin also 
serves as Chairman of the board of the National Disaster Coalition 
and Chairman of the board of the Insurance Information Institute. 

Ms. Sylvie Bouriaux is group manager of research and product 
development of the Chicago Board of Trade. And Ms. Bouriaux's 
group focuses on the development of new products in the equity 
area and in the insurance and real estate market. 

Mr. Frank Nutter is President of the Reinsurance Association of 
America. REA is a nonprofit trade association of domestic property 
and casualty reinsurers. Mr. Nutter is Chair of the National Natu- 
ral Disaster Coalition, an effort to develop a program to respond to 
catastrophic earthquakes, hurricanes and volcanic eruptions in the 
United States. 

Ms. Isolde O'Hanlon is a Managing Director of the Global Insur- 
ance Division, Chase Securities, Inc. Ms. O'Hanlon directs the de- 
velopment of products and services to assist the insurance industry 
in managing its exposure to catastrophic property risk. 

And finally, Mr, Jack Weber is President of tne Home Insurance 
Federation of America. Mr. Weber is a recognized expert on disas- 
ter and insurance issues, has participated in numerous forms, and 
has also appeared before several committees of the Congress. 

Welcome to you all. 
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Chairman Leach. Mr. Campion, we will begin with you. 

STATEMENT OF KEVIN T. CAMPION, SENIOR VICE PRESIDENT, 
PARAGON REINSURANCE RISK MANAGEMENT SERVICES, INC. 

Mr. Campion. Thank you, Mr. Chairman. 

As mentioned, I am a senior vice president with Paragon Rein- 
surance Risk Management Services in Minneapolis, Minnesota. 
Paragon is a wholly owned subsidiary of E.W. Blanch Holdings. We 
are a leading provider of risk management services. My roles with 
E.W. Blanch include Paragon's efforts for the Florida Hurricane 
Catastrophe Fund, for which we provide administrative and actuar- 
ial consulting services. Paragon was asked by the Subcommittee on 
Housing and Community Opportunity to model the structure and 
vision of H.R. 219. 

I would like to briefly describe now what H.R. 219 would do. It 
would create a Federal reinsurance backstop above State disaster 

Erograms and auctions. Federal reinsurance coverage would not 
egin for any State until that State incurred insured residential 
losses that exceeded that State's retention or deductible, if you will. 
Those retentions would be set to be the greater of $2 billion or a 
magnitude of a 1-in- 100-year loss for that State, so a loss with the 
probability of 1 percent or less. Premiums would be collected for 
each of these States, and they would be actuarially based. These 
rates would be set by a new National Commission on Catastrophe 
Risks and Insurance Loss Costs and would be at least two times 
the annual expected avera^^e loss for those States, plus expenses. 

The Loss Costs Commission would also set an actuarially deter- 
mined minimum or reserve price for any of the auctions, for those 
States. 

Let me now elaborate on the State auction concept and illustrate 
how it might work using a h3rpothetical example. Suppose that 
South Carolina were to create a State-operated auction program, 
and let's assume that the Loss Commission determined that South 
Carolina must pay $200 million for the $25 billion of Federal cov- 
erage provided in H.R. 219. 

South Carolina may auction that limit off in 10 separate con- 
tracts, each for 1/lOth of the total limit. If the State collects more 
than the $200 million that the Loss Commission said was actuari- 
ally sound, then 90 percent of any excess from that auction would 
go to the Federal Disaster Fund and 10 percent, or $1 million, of 
that would be retained by the State for loss mitigation purposes. 
Of course, the initial $200 million would also go to the Federal Dis- 
aster Fund. If then a hurricane were to strike South Carolina and 
losses were to exceed that retention bv a billion dollars, each con- 
tract would be worth 1/lOth of that $1 billion, or $100 million. 

So each company owning one of those contracts would receive 
$100 million if they had insured losses of $100 million as well. For 
both the backstop over State programs and the auction. Federal li- 
ability would be capped at $25 oillion per year after a four-year 
phase-in period. The liability during that phase-in period would be 
determined by the Secretary of the Treasury. 

Now, let me address two questions regarding pricing and oper- 
ational issues. The first is, would the pricing for these coverages be 
adequate? It would be the responsibility of tne Loss Costs Commis- 
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sion to assure that the rates were actuarially sound, and I believe 
the catastrophe models todav could be used efTectively to develop 
adequate rates, especially wnen you add a risk load equal to 100 
percent of what the expected price for loss is. That means that av- 
erage losses could be twice as large or twice as frequent as the 
modeling would suggest and the premium would still be adequate. 
The simulations ottnis bill that I will discuss later also supports 
this claim. 

Another question is, would this type of a mechanism be oper- 
ationally feasible? Already three States that account for 20 percent 
of the U.S. population, including the two States with the largest 
national hazard exposure, have successful State programs. As a re- 
insurer, the Florida Hurricane Catastrophe Fund has already dealt 
with issues similar to those which would be addressed or faced in 
the implementation of H.R. 219, and our experience with them 
makes me feel that these issues could be resolved. 

Finally, let me describe the work that Paragon did to model this 
legislation. In this effort we relied exclusively on the results of the 
risk analysis performed by Risk Management Solutions, RMS, of 
Menlo Park, California. Their work is used by more than 300 insur- 
ers, reinsurers and financial companies worldwide, including 
FEMA and the National Institute of Building Standards. 

Paragon took the losses produced by RMS and developed a com- 
puter model to simulate what the Federal reinsurance program 
based on H.R. 219 would do. Basicallv what the model does is walk 
through ten vear simulated periods during which the premiums go 
into the fund, losses are paid out of the fund, and interest is either 
earned or paid on the balance of the fund. Loss events for each 
year were simulated using a Monte Carlo statistical method for 
nurricanes in the Atlantic and Gulf Coasts and in Hawaii and 
earthquakes in California, the New Madrid fault zone and the 
State of Washington. 

We analyzed how the Federal program would likely perform over 
this 10-year period under three dinerent scenarios. The first was 
be only for States that currently have State funds, those beine 
California, Florida and Hawaii. For the second scenario, we added 
three additional States with high catastrophic exposure and that 
have considered State programs, New York, Louisiana and Texas. 

And in the final scenario, we included all 25 States with signifi- 
cant hurricane or earthquake exposure. We then simulated ten- 
year cash flows to that Federal reinsurance structure. And we did 
it for each scenario 50,000 times. So said another way, each sce- 
nario analyzed the effects of hurricanes and earthquakes over a 
500,000-year period according to the probabilities of the RMS mod- 
eling. 

The results were as follows. As you can see in the chart over to 
my right, the average surplus in the program at the end of ten 
years, of each of these ten-year periods was $5.7 billion for the first 
scenario in which Florida, California and Hawaii participated. 

If you were to add New York, Louisiana and Texas, the ten-year 
average rose to $7 billion, as you can see in the green bar over 
there. If all 25 States were to have joined, the modeled surplus 
would climb to $13.3 billion. And I think these results are some- 
what intuitive, in that if the program collects twice what the actu- 
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arial premium is, the more States to join, the larger the premium 
and the larger the surplus would be expected to be. 

With regard to losses to the program, the programs sustained no 
losses in 95.7 percent of all years under the three-State program 
and 88.5 percent of the years in the 25-State program. The likeli- 
hood tliat Uie program would require a loan from the Federal Gov- 
ernment to cover any shortfall in any single year over that 10-year 
period ranged from 2.4 percent for the three-State scenario to 3.1 
percent for the 25-State scenario. So said another way, you would 
not expect a loan for a three-State scenario except for once in 40 
years, and tlien once in 30 years for 25 States. 

And I am pleased to be able to testify here, and I would be happy 
to answer any questions. Thank you. 

[The prepared statement of ICevin T. Campion can be found on 
page 285 in the appendix.] 

Chairman Leach. Well, thank you very much, Mr. Campion. And 
let me say, without objection, all of your full statements will be 
placed in the record. 

We have a problem with another vote on the floor, but there may 
be several during the day, and so what I would like to do is recess, 
pending this vote, and then we will return probably in about 12 to 
14 minutes. And then we will proceed to Mr. Freedman. And so the 
hearing is in recess pending the vote. 

[Recess.] 

Chairman Leach. The hearing will reconvene. Our next witness 
is Mr. Joel Freedman. Joel, please proceed. 

STATEMENT OF JOEL FREEDMAN, SENIOR VICE PRESIDENT, 
THE HARTFORD FINANCIAL SERVICES GROUP 

Mr. Freedman. Thank you, Mr. Chairman. My name is Joel 
Freedman. I am a senior vice president at The Hartford. The Hart- 
ford is one of the Nation's oldest and largest insurance company. 
We are possibly the fifth largest property-casualty insurance com- 
pany and the seventh largest property insurer. 

Of course, my written statement was filed yesterday, and I would 
like to respond. Rather than respond to technical points, let me just 
see if I can transport people in the audience and the Chairman into 
the future for a second. 

On September 23rd, in the year 2000, at approximately 1:50, ex- 
actly 29 months from today a massive category 4 hurricane will 
slam into the Florida coast at Miami Beach. The wind speed at the 
time of impact will be 150 miles per hour. 

Chairman Leach. Sony to interrupt. We have some sightings 
that we will be testifying later. But please proceed. 

Mr. Freedman. Thank you, Mr. Cnair. 

Chairman Leach. And you work for what company? 

Mr. Freedman. The Hartford. As you'll see, Mr. Chairman, some 
correlation 

Chairman Leach. The world wants to insure in Connecticut and 
not Iowa? But please, proceed, thank you. 

Mr. Freedman. As I said, my written remarks have a little more 
foundation to it. 

Chairman Leach. Fair enough. 
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Mr. Freedman. Tornadoes will be spawned inland reaching ve- 
locities of up to 200 miles an hour and will be as severe as the 
tragic ones we have seen this spring. Lives will be lost. Thousands 
upon thousands of houses will be destroyed, automobiles and other 
personal property will be ruined. Schools and work places will be 
leveled or impaired, interrupting education, employment for hun- 
dreds of thousands of Floridians. 

The economy of south Florida will be simply devastated. Emer- 
gency workers and claims adjusters will speed to the region's res- 
cue, but the magnitude of the damage will be over three times that 
of Andrew. Adjusters will move through the rubble and downed 
power lines to view the damage and issue checks. 

But the region will be slow to recover, with people displaced from 
their homes, schools and businesses and work. Every industry from 
banking to utility to food services will feel the brunt of the storm, 
and every small or large business will suffer. 

Let me deal only with the impact on the insurance industry. In- 
sured claims of $50 billion will profoundly impact the property-cas- 
ualty industry. This U.S. industry covering personal and business 
risks throughout the world has capital approximating $300 billion. 
Since State and Federal law effectively precludes us from building 
catastrophic reserves, we will have to reach into our net worth. 

Now, while this in itself may not sound earthshaking, the after- 
shocks will be serious. Some companies will disappear. Others will 
be significantly impaired, depressing their stock and return to 
shareholders, both individual and institutional, such as pension 
plans. Most will be forced to sell assets quickly to cover claims, 
forcing the financial markets into a tailspin. On top of direct claim 
payments to their own customers, surviving companies and their 
customers will have to pay assessments to the various Florida in- 
surance pools. 

These financial aftershocks will not be confined to the insurance 
industry. The impact of the tragedy will be felt in every State 
where business and individuals depend upon insurance, such as 
Iowa, where State and local governments require debt financing 
and where insurance companies are located. 

Chairman Leach. Excuse me, if I could interrupt, since you have 
referenced my State. We have a larger insurance industry per cap- 
ita than Connecticut, but please proceed. 

Mr. Freedman. Thank you, Mr. Chairman. But I believe that 
Connecticut has more property-casualty insurance companies. 

Chairman Leach. I am sure of that. Excuse me. 

Mr. Freedman. And that is perfectly OK 

Chairman Leach. I am confused, which set of insurance compa- 
nies are more profitable over the last decade? Is it Principal or an 
insurance company in Connecticut? Please proceed, I am sorry. 

Mr. Freedman. Is that a question, Mr. Chairman? 

Chairman Leach. I might just at this point, because there are 
so few Members present, give you all an IQ test. And the test is 
very simple. What State has the most progressive laws to locate in- 
surance companies in? 

Mr. Freedman. That is Iowa. 
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Chairman Leach. Thank you. I raise this just because some of 
you were thinking of expanding and relocating, and it is just a fair 
question. But please proceed, Mr. Freedman. 

Mr. Freedman. As I am sure you know, Mr. Chairman, the Iowa 
Commerce Department and Insurance Department have been par- 
ticularly ag^essive in the past decade or so visiting probably all 
the companies in the audience and at the table toaay, and they 
have been very successful. 

Chairman Leach. We also have statistics showing what States' 
work productivity are the highest in. Please proceed. 

Mr. Freedman. Thank you. Even States which may be immune 
to national disasters could likely experience availability and afford- 
ability issues. Connecticut, where one of every six jobs is dependent 
on insurance, and which may have fewer jobs than perhaps Iowa, 
but it is still the most insurance dependent State, will see its econ- 
omy crippled. 

This prediction is hardly the pulp of science fiction writers or 
mystics. Dozens of scientists, meteorologists and seismologists have 
predicted an event of this magnitude just described or similar ca- 
tastrophes from other States, such as California, New York or Mis- 
souri. Remember, we can expect a hurricane with wind speeds the 
size of Andrew's once every seven years, and the earthquake with 
the intensity of Northridge every ten years. 

My industry collea£[ues on the panel know it, and most of the 
people in this room know it; what we don't know is where and 
when it will occur. The test will be if Congress acts before nature 
does. While we could do a little to deter the event itself or the loss 
of lives and much of the havoc. Congress and State legislatures can 
minimize property damage through improving building standards 
and enforcement and incentives for propertv owners. 

More importantly, this committee and the House can follow the 
lead of Congressmen McCollum and Lazio, as well as your late col- 
league. Bill Emerson, to provide a Federal backdrop for States and 
insurers seeking to write in those States. No State, not even our 
largest, has the financial and insurance capacity to meet the chal- 
lenge of the storm or earthquake I've described. But working with- 
in the elements of H.R. 219 and the concepts of H.R. 230, the 
States will be more readily positioned to weatner the storm and in- 
surers will be more willing to provide long-term protection in catas- 
trophe-prone areas. 

And I am heartened today by the testimony of Secretary Sum- 
mers. He agrees with both the gravity of the situation and the need 
to marry the best features of both H.R. 219 and H.R. 230. Now, de- 
tractors will allege today or perhaps allege that insurance catas- 
trophe predictions are too alarmist. It is somewhat ironic that we 
rely on computers to fly us in airplanes, manage our financial 
world and run our Government, but not to predict aisasters. 

Others will suggest insurance and reinsurance is presently plen- 
tiful and affordable in catastrophe-prone areas. If so, we woula not 
be here today and insurance regulators, such as those in Florida, 
would not be seeking to roll back our rates. Still others will claim 
that these two proposals are no more than Federal bailouts for 
California, Florida and Hawaii, and property insurers. But the 
beauty of the proposals is that they unfold a Federal umbrella at 
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no cost to the Treasury over the long term while shielding the econ- 
omy from the events I previously outlined. 

In summary, The Hartford's twin objectives have been flexibility 
and action. We have been willing to work with anyone in the Con- 
gress or in the industry to develop a catastrophe proposal and ap- 
plaud the committee's progress. So far the disasters I described 
earlier will occur, the only question is where and when, and the 
time to act is not the question, it is now. 

Thank you, Mr. Chairman. 

[The prepared statement of Joel Freedman can be found on page 
276 in the appendix.] 

Chairman Leach. Well, thank you very much Mr. Freedman. 

Mr. Pike. 

STATEMENT OF ROBERT W. PIKE, SENIOR VICE PRESIDENT, 
SECRETARY AND GENERAL COUNSEL, ALLSTATE INSUBp 
ANCE COMPANY 

Mr. Pike. Thank you, Mr. Chairman, my name is Bob Pike and 
I represent the Allstate Insurance Company, which is the Nation's 
largest publicly traded property and casualty company, domiciled 
in the State of Illinois. 

At the outset, I think I would like to acknowledge certainly Con- 
gressman Lazio, Congressman McCoIIum and Congressman Fazio. 
They have provided the bipartisan leadership that Drought us here 
today. This has been an arduous journey. It is one for me that 
started eighteen years ago. 

At that time. I participated in an insurance group of mainly aca- 
demic types wno tried to probe the possibility or probability that 
the insurance mechanism, its private sector, could not respond to 
the truly catastrophic effects that some natural disasters can occa- 
sion. Those eighteen years of meetings and many iterations of cost 
modeling, statistical analysis, compromise and consensus have 
brought us here today. 

I resurrected my notes from eighteen hears ago, and I looked at 
them to see what were the basic principles that we academic types 
and legal types and actuarial types thought was important if we 
were going to have a national comprehensive program that really 
could respond in the event of a mega-disaster, one that could save 
both the social and economic infrastructure, not only of the insur- 
ance industry but, more importantly, of the communities that are 
so devastated by such a disaster. 

They were as follows: One, that the Federal program should be 
one tnat included very limited Federal involvement; two, that it 
had to be a financially sound, actuarially based, prefunded system 
of financing the Federal portion of the role in order to minimize, 
if not reduce, the total cost of the taxpayer; three, it had to pre- 
serve and enhance the private marketplace; and four, it had to help 
both the availability and the affordability of homeowners' insur- 
ance. 

I think if I can provide any perspective, it is not on the technical 
side, although I was Chairman of the task force that was appointed 
in California that led to the creation of the CEA, the California 
Earthquake Authority. I worked very closely with both the Chair- 
man of the Insurance Committee in the Florida House and the in- 
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surance commissioner in the establishment of the Florida Catas- 
trophe Fund, as well as legislation that is currently being consid- 
ered. But mv perspective, I think, would be more useful to the 
Committee if I identify some of the mvths and misconceptions that 
have arisen over this particular bill, H.R. 219. 

Congressman LaFalce today suggested, and he was very correct 
to do so, that the history of the insurance industry is to subopti- 
mize both our political and economic influence to the extent we 
have any. Yet, tnose who say that the insurance industry is divided 
on H.R. 219 are in error, I believe. The homeowners' insurance in- 
dustry, most of which are around this table — small companies from 
the farm bureaus, large companies like ourselves, and the insur- 
ance agents — are behind H.R. 219. Where our differences exist, 
they exist on the edges. So it is important to differentiate between 
those of us in the insurance industry who actually sell the home- 
owners' product and those who don't. Those who criticize the pro- 
posal that is before you generally aren't major providers of home- 
owners' insurance. 

Two, it is suggested that this legislation is an industry bailout. 
Nothing could be further from the case. What we have today is a 
problem with no solution, and if the problem occurs, as we know 
inevitably it will, what will happen is we will go and the taxpayer 
will go to you with the hand out, and you will have to respond. 

What H.R. 219 does is to provide the actuarially sound financing 
for such a system at no risk to the Federal Government. 

We hear also that there is plenty of capital around to provide 
coverage for that 1-in-lOO-year-risk. That is simply not the case. 
We are the largest insurer in the State of New York. We have $475 
million in reinsurance excess of our retention. We can't buy any 
more. Right now, the State of New York, while it is functioning, is 
going in a dysfunctional direction. Fannie Mae and Freddie Mac 
have said to Allstate that they won't accept — or probably won't ac- 
cept — any more Allstate risk because of our 5 percent deductible on 
homeowners' coverage. 

Our growth in the State of New York is far greater than any 
market would acknowledge as a part of the competitive market- 
place. We know other insurers are not writing it. And as I said, the 
reinsurance capacity needs are not there. I think it is important 
also to realize this isn't a Florida, a California or Hawaii problem. 
Our members take us back to Iniki, take us back to Northridge, 
take us back to Andrew. But let's not forget the entire East Coast 
which is just as susceptible to these catastrophic effects as those 
three, as well as the heartland of our country, the New Madrid 
Fault, which Congresswoman Emerson talked about today. 

The last iteration of the New Madrid Fault resulted in church 
bells ringing in Boston, scaffolding falling here in the Capitol, and 
a change in the direction of the Mississippi River. There are events 
that can take place for which the private sector simply can't re- 
spond, and the only way to correct that is a bill similar to the one 
you are proposing today in H.R. 219. 

Thank you, Mr. Chairman. 

[The prepared statement of Robert W. Pike can be found on page 
303 in the appendix.] 
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Chairman Leach. Well, thank you, Mr. Pike, for that very poign- 
ant analysis. 
Mr. Musulin. 

STATEMENT OF RADE T. MUSULIN, VICE PRESIDENT AND 
ACTUARY, FLORIDA FARM BUREAU INSURANCE COMPANY 

Mr. Musulin. Thank you. My name is Rade Musulin, and I am 
Vice President and Actuary of the Florida Farm Bureau Insurance 
Company. I am a member of the Casualty Actuarial Society, and 
the American Academy of Actuaries. My company is 

Chairman Leach. Excuse me, Mr. Musulin, if you could pull it 
a little closer. 

Mr. Musulin. Excuse me. 

My company is part of the Southern Farm Bureau Group, which 
insures property risks in southeastern States exposed to both hur- 
ricanes, as well as earthquakes. I am here before you today rep- 
resenting the Southern Farm Bureau Group and the National As- 
sociation of Independent Insurers, a nonprofit trade association 
representing more than 560 insurance companies throughout the 
country. 

Farm Bureau Insurance Companies provide many Americans 
with property insurance coverage througn single State or regional 
companies. Companies like ours are crucial parts of the insurance 
marketplace, and I appear before you today to present the perspec- 
tive of companies like ours operating on a regional basis. 

My experiences in Florida have convinced me that the best ap- 
proach to solving this problem is one that uses public resources to 
complement rather than replace private sector capacity. I have 
seen firsthand the effects on Florida's economy and State govern- 
ment operations for being unprepared for Hurricane Andrew, and 
we have paid a dear price for that. 

I have three key messages for you today, first, that we support 
efforts to enact legislation to better prepare for extremely large and 
devastating natural disasters; second, that we are very pleased to 
see that tne subcommittee, in reporting H.R. 219, included provi- 
sions for excess-of-loss catastrophic reinsurance contracts; and, 
third, that we strongly agree with the subcommittee that the State 
level is the most appropriate geographic focus for the sale of rein- 
surance contracts and disagree with those who have argued that 
such contracts should only oe made available on a national basis. 

I would like to briefly elaborate on these points. First the Federal 
Government can play a very constructive role in partnership with 
States and the insurance industry in ensuring not only that the 
claims get paid in the storm, but that the system can function effi- 
ciently the day after the storm to avoid disruptions to consumers 
of the type we saw in Florida. Though crafting legislation has prov- 
en to be very difficult over the years, it is critically important to 
millions of Americans who live in disaster-prone areas. 

Having participated in the creation and implementation of the 
Florida Hurricane Catastrophe Fund, I can attest to the challenges 
and difficulties that may face other States if they elect to create 
State funds. While Florida Catastrophe Fund has been very suc- 
cessful, what has worked in States with the most severe problems 
may not be best for the rest of the country, and for this reason we 
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agree with the subcommittee that Federal excess-of-loss contracts 
should be a key component of natural disaster legislation. They 
would allow the Government to enhance the claims-paying capacity 
in many States without the need for additional State government 
programs, while not interfering with the State's ability to maintain 
existing programs or to create new ones. 

We urge uie Banking Committee to adopt the concept contained 
in H.R. 219 for a State focus for these excess-of-loss contracts so 
that sinele State or regional operations like mine can participate 
without naving to bid on what are likely to be more expensive na- 
tional contracts. 

H.R. 219's current requirement for the States to create and ad- 
ministrate State auction programs we believe adds an unnecessary 
and expensive requirement that States act as intermediaries be- 
tween the Treasury and private insurers. And for this reason, we 
urge that H.R. 219 be amended to allow insurers and reinsurers to 
purchase excess-of-loss contracts directly from the Treasury De- 

Sartment. We believe this change will bring broader insurance in- 
ustry support for H.R. 219. 

There has been a great deal of debate over the trigger for these 
contracts, and I will not attempt to state a number today in my 
testimony. However, we believe that the Treasury contracts should 
be triggered by substantial losses which would threaten the sol- 
vency of the insurance industry and its ability to continue to serve 
policyholders. 

In closing, I note that consumers in many States are facing prop- 
erty insurance availability problems, and these problems will ex- 
plode if there is a severe catastrophic event of the type that was 
described here a few moments ago. This issue is critically impor- 
tant, and even though it is difficult to craft a solution, it should be 
a high priority for this Congress and the Administration. 

Thank you. 

[The prepared statement of Rade T. Musulin can be found on 
page 309 in the appendix.] 

Chairman Leach. Thank you, Mr. Musulin. 

Mr. Joslin. 

STATEMENT OF ROGER JOSLIN, CHAIRMAN OF THE BOARD, 
STATE FARM FIRE AND CASUALTY COMPANY 

Mr. Joslin. Thank you, Mr. Chairman. 

As introduced, I am Chairman of the Board of State Farm Fire 
and Casualty Company, the largest writer of homeowners' insur- 
ance in these United States. State Farm strongly supports the 
principle of a Federal role in backing up in a financial way large, 
very large natural catastrophes. We very much appreciate and ap- 
plaud the bipartisan consideration of and support for this concept. 
While H.R. 219 is not perfect, it is good. We certainly hope that uie 
pursuit of perfection does not cause us to avoid accomplishing the 
good. 

Federal financial backstops should follow several principles. 
First, the resources of the Federal Government should come into 
play only very rarely. Second, the price of Federal backstop mecha- 
nisms should properly reflect expected losses, not subsidies for ca- 
tastrophe-prone areas while recognizing the superior capacity of 
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the Federal Government to absorb the timing risk of mega-catas- 
trophes; a subject that Dr. Summers alluded to with great under- 
standing. And, third, the backstop mechanism should have cer- 
tainty and continuity, so as not to evaporate during or following a 
major event. 

H.R. 219 renresents a very sound approach. It meets the first 
two principles tiead on; it can be strengthened as to the third prin- 
ciple. Insured losses for major natural catastrophes in several re- 
§ions of the country, such as California, the Southeast, including 
ut not limited to Florida, and the midwestem earthquake zone 
could reach as high as $75 to $100 billion. 

Events of this magnitude far exceed the claims-paying capacity 
of most private insurers serving these markets, and we would em- 
phasize, all existing State funds. Other regions facing potentially 
devastating catastrophic losses include the upper Atlantic Coast, 
and the Gulf States. And there are smaller markets with very high 
potential losses in relation to the size of the markets, such as Ha- 
waii and Alaska. 

Although the U.S. has witnessed major events, such as the New 
Madrid Earthquake of the 1800's, the 1906 San Francisco Earth- 
quake, the 1938 Long Island hurricane, Iniki and Andrew in 1992. 
and Northridge in 1994, the fact that these events come to mind 
and not others demonstrates how rare these very large occurrences 
are. 

Yet after the events of 1992 and 1994, homeowners' insurance 
markets in Hawaii and major parts of Florida and California be- 
came dysfunctional. State-sponsored mechanisms to assume and 
pool the most severe of these risks were the responses necessary 
to reopen insurance and thus real estate markets. These necessary, 
but limited mechanisms would barely be able to respond to events 
the size of Andrew and Northridge, let alone the very possible 
much larger catastrophes. They would for many years have abso- 
lutely no ability to cope with a second event. 

Although State funds cannot provide a total solution to the natu- 
ral catastrophe problem, theoretically there is more than enough 
capacity, meaning capital, in private markets to insure or reinsure 
the worst of natural disasters. 

This theory fails in practice. Primary insurers in the aggregate 
have substantial capital, but relatively little of it is devoted to 
homeowners' insurance in mega-catastrophe-prone areas. Many 
companies do not write homeowners' insurance at all. GEICO is a 
prominent example of that. Those that write may avoid catas- 
trophe-prone areas due to limited capital, concern about earnings 
volatility, or fear of politically motivated rate suppression. Others, 
such as some who participate in the very competitive markets of 
Illinois and Iowa, simply don't view Florida and New York and 
California as part of their natural markets. 

Few years of profitability without an event the magnitude of 
Northridge or Andrew does not diminish the need for Federal back- 
stop for a 1-in- 100-year event. Following Andrew some commenta- 
tors in Florida observed that except for one event, the Florida in- 
surance business has been profitable. So it has. That one event, 
however, consumed more capital than State Farm Fire and Cas- 
ualty Company had accumulated in over the 60 years of its exist- 
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ence in the entire country. Private reinsurance is not the answer, 
because reinsurers have a relatively small capital base, and they 
must reasonably balance their portfolios. 

Finally, the capital markets, pension funds and other institu- 
tional investors, have large financial resources but very little has 
reached the catastrophe insurance market and the price has been 
high; 8.2 times the estimated average annual loss costs in the one 
significant transaction to date. 

After a maior event, the price of such securities, if available at 
all, most likely would be higher. Too often financing of a natural 
catastrophic loss is described as accumulating over a period of 
years the amount of money necessary to pay the loss. Unfortu- 
nately, a 100-year or a 10,000-year event can occur in the first 
year. No private enterprise can earn a competitive rate of return 
in the business of insurance sitting on this quantity of stagnant 
capital. 

Moreover, the United States tax policy further aggravates the 
problem. In most years, insurance of high magnitude, low incidence 
events generates tax liabilities on profits that do not exist. And 
having been in Washington on more than a few occasions on issues 
of tax legislation, no matter how much I might like some cure in 
this arena, that is a land mine on which many of us fear to step. 

H.R. 219 is a major improvement of the status quo. 

Chairman Leach. Yield for a moment there. You have generally 
won, Mr. Joslin, the insurance industry does well. 

Mr. JosuN. I am not sure about that. In 1997, the loss carryback 
provision was reduced from three years to two years which has a 
significant impact on what our capacity is to respond to large natu- 
ral disasters, with due regard, sir. 

The most important features of H.K 219 are Federal reinsurance 
for State funds set up to insure or reinsure catastrophic risk, and 
a price based on estimated average annual losses plus a reasonable 
margin for the contingency of loss estimation error. I call that con- 
sumer friendly pricing. 

We, of course, could support excess-of-loss contracts as an ap- 
proach. H.R. 210 has that feature in it. That probably could be im- 
proved upon and perfected, but nevertheless is certainly something 
that we would not reject. 

H.R. 219 could be strengthened if it better addressed the very 
small possibility of multiple mega events in the same year. The 
mere possibility of unfunded catastrophic losses sends tremors 
throudi the insurance and lending communities. The committee 
should consider transforming the bill's $25 billion limit per year 
into a per event limitation as opposed to per year. 

The proration of claims for people who have bought insurance 
and thought they had insurance is just as devastating for insurers 
or State funds as it is for the policyholders of the California Earth- 
quake Authority. 

In conclusion, a 100-, 500-, 1,000-, 10,000-year event by defini- 
tion occurs very rarely, yet such an event could occur tomorrow. 
Now is the time for Congress to act when the country is firee from 
the trauma of a major catastrophic event. 

Mr. Chairman, we commend your work and we are available to 
assist in any way we can. 
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[The prepared statement of Roger Joslin can be found on page 
313 in tne appendix.] 
Chairman Leach. Thank you, Mr. Joslin. I appreciate it. 
Ms. Bouriaux, are we pronouncing that closely? 
Ms. BOURIAUX. Very good, actually. 

STATEMENT OF SYLVIE BOURIAUX, GROUP MANAGER, 
FINANCIAL PRODUCTS, CHICAGO BOARD OF TRADE 

Ms. BOURIAUX. Mr. Chairman, Mr. Lazio, Members of the com- 
mittee, as Group Manager of Financial Products for the Chicago 
Board of Trade, I direct the Exchanges' research and product devel- 
opment efforts in the insurance area. 

The CBOT appreciates the opportunity to discuss the latest de- 
velopments in catastrophe reinsurance alternative products, most 
specifically the PCS catastrophe insurance options currently traded 
at the CBOT. 

In 1848, the CBOT was founded to provide rational, effective and 
ineffective mechanisms for buying and selling physical agricultural 
commodities. Today, we sponsor trading in over 60 different futures 
and options markets, including a centralized market for buying and 
selling catastrophe risk. These markets provide an efficient, reli- 
able mechanism for transferring the risk and generating price in- 
formation that is disseminated around the world to provide a 
benchmark for market decisions. 

In the aftermath of Hurricane Andrew in 1992, the insurance in- 
dustry began to devise sources of funding, recognizing that in- 
creased reinsurance capacity was needed. At the same time, capital 
markets, including the Chicago Board of Trade, recognized this 
need and introduced new products, such as the Board of Trade 
CAT options, swaps or bonds to expand reinsurance capacity and 
improve market eniciency. 

In fact, in the spring of 1992, even prior to the occurrence of 
Hurricane Andrew, the CBOT had already begun to develop capital 
market solutions. The first CAT products began trading at the Ex- 
change in December of 1992. The second version of this contract, 
basea on aggregated insured catastrophe loss estimates compiled 
by the Property Claims Services, or PCS, began tradin|^ in Septem- 
ber of 95. Today, the CBOT's product mix includes options for nine 
different regions and States, National, East, Southeast, Northeast, 
Midwest, West, Florida, Texas and California, and we probably 
could add as many as we can. 

PCS options can be used as synthetic reinsurance covers to pro- 
tect and compensate insurance industry participants against catas- 
trophes that would trigger up to $50 billion of insured losses in 
each of those nine regions and States. 

In the past two years — Fm sorry, other exchange-based initia- 
tives have followed in the CBOT footsteps. First, in 1996, the Ca- 
tastrophe Risk Exchange, or CATEX, was created in New York. A 
year later, the Bermuda Commodity Exchange opened its doors to 
trade insurance options basically conceptually similar to the ones 
we trade at the Board of Trade. 

Generally, exchange-traded CAT instruments differ from reinsur- 
ance in that they are more standardized and not negotiated as tra- 
ditional reinsurance. The buyer and the seller of these contracts do 
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not negotiate the specific terms of their contracts, but only their 
price, or if you want a premium. 

CBOT options are very similar to the aggregate excess-of-loss 
contracts described by Mr. Summers in his earlier testimony. They 
allow an insurance or a reinsurance company to buy a layer of pro- 
tection between two attachment points or, as we like to call them 
in our financial jargon, strike prices. If aggregate losses fall within 
that layer, the insurance company will be compensated, minus, of 
course, a premium paid up front. Collecting this compensation is 
assured by the financial backing of the AAA-rated Board of Trade 
Clearing Corporation, which insures the total integrity of the mar- 
ket. 

The tradability and price transparency of the CBOT contracts 
has attracted new sources of capital from beyond the traditional re- 
insurance market. Investment funds, commodity and pension 
funds, as well as other risk-takers use CAT contracts as another 
way to diversify the portfolio risk. Reinsurance capacity channeled 
through the CBOT, although small to date, about $80 million since 
September of 1995, is growing rapidly, as open interest in the PCS 
catastrophe insurance options, which is — if you want a measure of 
the capacity handled through our market, grew by 65 percent be- 
tween 1996 and 1997. This number is even more remarkable as the 
traditional catastrophe reinsurance market has considerably soft- 
ened over the last two years. 

To date, we have seen transactions in all nine regions and States 
offered at the exchange. Unfortunately, regulatory and accounting 
barriers deprive many potential users of tne benefits of the CAT 
contracts at the Board of Trade. Only California, Illinois and New 
York have expressly addressed an insurance compan/s authority 
to engage directly in exchange-traded derivative products, insur- 
ance derivative products. In each of these jurisdictions, such au- 
thority has been limited to hedging transactions. 

In addition, the National Association of Insurance Commis- 
sioners, the NAIC does not treat CAT contracts like reinsurance for 
accounting purposes. For example, if insurance companies manage 
their risk exposure by purchasing traditional reinsurance, they are 
rewarded by being allowed to increase the level of coverage that 
they write. No such increase is granted to companies managing 
their risk exposure through CAT contracts at the Board of Trade, 
thereby penalizing companies for using CAT contracts and cer- 
tainly discouraging the number of potential companies from utiliz- 
ing these risk management tools. These are issues the CBOT and 
others involved in innovative insurance risk management will try 
to continue to resolve. 

In addition, the Board of Trade is also cosponsoring an initiative 
currently dubbed the Chicago Board Insurance Exchange, or CBIE. 
The CBOT, using a consulting firm, is exploring the economic via- 
bility of the creation of this new insurance exchange in Illinois. 
Seeking insurance and capital market partners, the CBOT hopes to 
create and develop a risk distribution mechanism solely for novel 
forms of insurance, like, for example, company specific warrants or 
index-based warrants, which could be divided and retreated in a 
secondary market. 
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The goal of the Chicago Board Insurance Exchange is to effi- 
ciently allow risk-seekers to treat the risk posted as insurance, 
while allowing risk assumers to be members of both the reinsur- 
ance community as well as the investment community. 

To date, as you may know. State insurance laws do not allow for 
private investors to directly handle the business of insurance, ham- 
pering access to this pool of available capital. If the CBIE evolves 
as planned, this initiative would provide an attractive alternative 
tax and regulatory environment to compete successfully with off- 
shore locations, such as Bermuda, which are currently attracting 
such U.S. insurance business. 

The CBOT and other exchange-based initiatives offer creative 
risk mitigation alternatives to insurers that can supplement tradi- 
tional reinsurance coverage. Such contracts can also be extremely 
beneficial to the reinsurer, who can, at a low cost, transfer some 
of its risk to the financial markets, thereby freeing resources to 
write additional direct catastrophe coverage to primary insurance 
companies. Our experience continues to demonstrate that a market 
for innovative instruments to manage insurance risk does exist, 
and that investors have an appetite for that risk. 

Thank you. 

[The prepared statement of Sylvie Bouriaux can be found on page 
318 in the appendix.] 

Chairman Leach. Well, thank you, Ms. Bouriaux, and it is im- 
portant that we hear counter-perspectives presented and I think 
you presented a very thoughtful one. 

Mr. Nutter. You two may be talking from the same handbook. I 
don't know. Please proceed. 

STATEMENT OF FRANKLIN W. NUTTER, PRESIDENT, 
REINSURANCE ASSOCIATION OF AMERICA 

Mr. Nutter. From related ones. 

As a representative of the domestic reinsurance industry, we 
support the need for a high level Federal role in providing catas- 
trophe reinsurance, excess of that available in the private market 
and through State catastrophe insurance funds. 

This position is rooted in the following principles, that natural 
catastrophes are insurable risks and reinsurable risks in private 
markets, that the Government's role should be to address the po- 
tential of insurer insolvency in the event of a mega-catastrophe, 
that catastrophe insurance should be provided to the public in a di- 
versified marketplace, which avoids tne concentration of risk. The 
private sector's role should be maximized at both the State and the 
Federal level. The Government should encourage pre-disaster miti- 
gation, and any Federal role should address both personal and 
commercial insurance. 

Since the early 1990's, many private sector developments, posi- 
tive developments in the private market, have added to the ability 
of insurers, reinsurers and the capital markets to provide capacity 
for insuring catastrophe risk. The insurance industry surplus has 
doubled since 1991, which includes the natural catastrophes of 
Hurricane Andrew and the Northridge quake, as mentioned in your 
opening statement, Mr. Leach. 
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Most, if not all, insurers better manage their catastrophe expo- 
sure. New capital markets from such notable investment, banking 
and securities organizations, such as the Chicago Board of Trade, 
Goldman Sachs, Morgan Guaranty Trust, J.P. Morgan Securities, 
Credit Suisse First Boston, and AON Re Services, offer catastrophe 
insurance products and the potential for extraordinary additional 
capacity. Reinsurance capacity is at an all time high and prices 
have dropped to near pre-Hurricane Andrew levels. 

State studies show that in most markets insurers are providing 
coverages, new insurers are seeking new opportunities in many ot 
these . markets and consumers are being better served. The fun- 
damental problem, in our view, remains >the potential devastating 
effects of a mega-catastrophe that potentially compromises the in- 
tegrity of insurance companies. 

An excess-of-loss reinsurance approach such as that contained in 
H.R. 230 offers, in our view, the most constructive basis for provid- 
ing Federal reinsurance to private markets and existing State 
funds. 

H.R. 219, on the other hand, is premised primarily upon Federal 
Government reinsurance of other Government programs and as 
such is too narrow. It would provide an incentive for many States 
to adopt State Government programs, thereby concentrating catas- 
trophe risk in taxpayer-financed vehicles, rather than encouraging 
private market solutions. Appropriate private-public partnerships 
need to be created to ensure that insurance is widely available to 
consumers to finance recovery from natural disasters. 

Thank you very much. 

[The prepared statement of Franklin W. Nutter can be found on 
page 329 in the appendix.] 

Chairman Leach. Thank you, Mr. Nutter. 

Ms. O'Hanlon. 

STATEMENT DF ISOLDE G. OUANLON, MANAGING DIRECTOR, 
CHASE SECURITIES^ INC. 

Ms. O'Hanlon. Thank you, Mr. Chairman. 

My name is Isolde O'Hanlon. I am a Managing Director in Chase 
Securities, Inc., which is a unit of the Chase Manhattan Corpora- 
tion. I am happy to be here this afternoon to talk to you about ca- 
tastrophe finance. 

Over the last several years. Chase has been actively involved in 
California, Hawaii and Florida, in terms of assisting the pools in 
those States with both financing in the private markets, and the 
bank market, and also providing advice to them. 

Since 1994, Chase has raised in excess of $7 billion for the CEA, 
the FWA and the Hawaii Hurricane Relief Fund. These pioneering 
programs operating at the State level restore and ensure the con- 
tinued availability of residential property insurance. These pools 
provide insurance both to regular homeowners, as well as in the 
case of the Florida Hurricane Catastrophe Fund, provide reinsur- 
ance to all firms operating in the State of Florida. 

California, Florida and Hawaii, as you have already heard today 
from many of the participants have experienced severe catastrophic 
losses over the last several years, and the State markets in those 
three jurisdictions have responded. 
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In 1992, following Hurricane Iniki, the Hawaii Hurricane Relief 
Fund was formed. The California Earthquake Authority was 
formed following the Northridge Earthquake. However, the situa- 
tion and the devastation in Florida that resulted from Hurricane 
Andrew was quite different even from what happened in both of 
those States, and the response there was equally large. 

In the case of Florida, two new pools were formed after Hurri- 
cane Andrew, the Florida Hurricane Catastrophe Fund to provide, 
as I said before, reinsurance, but also because of the severe disn^ 
tion in the primary homeowners' market, there was a reason to ac- 
tually legislate a primary insurance company, and the Florida RFC 
JUA was formed, growing to be the third largest insurer in the 
State of Florida. 

In addition to that, the territory of the Florida Wind Storm Un- 
derwriting Association was expanded from dramatically from the 
Florida keys to cover 29 of Florida's 35 coastal counties. 

Given current demographic trends in the United States and par- 
ticularly the recent increase in real estate development in coastal 
and other catastrophe-prone areas, the potential for loss in these 
areas has grown exponentially. In order to avoid excessive exposure 
to one particular catastrophic event, reinsurers, and even for that 
matter, primary insurers create geographic or zonal limits to the 
amount of coverage they provide. The limit is typically set to en- 
sure a single catastrophic event will not deplete a specified portion 
of the reinsurer's capital. The increase of exposures \n certain areas 
has created a larger disconnect between the needed level of cov- 
erage in certain areas and the availability to buy coverage at a de- 
sired price or premium level. 

This is particularly apparent if we compare the situations as 
they exist today in Hawaii and Florida. For example, the Hawaii 
Hurricane Relief Fund today can purchase reinsurance coverage 
well in excess of its 1-in- 100-year event of $650 million. Such is not 
the case as exists today in Florida. The Florida Wind Storm Under- 
writing Association, which has seen a marked decrease in supply 
in reinsurance over the last several years, is barely able to ap- 
proach sufficient reinsurance to cover the l-in-l60-year event, 
which is at approximately $5 billion today. Since the mtroduction 
of financing for catastrophe pools, several billion dollars has been 
raised. 

Most recently, risk transfer products have also been introduced 
to the markets in the form of what you may have heard referred 
to as catastrophe bonds or CAT bonds. These products actually pro- 
vide risk transfer and there is no repayment associated with them, 
so they are very different than the syndicated lines of credit, than 
the pre-event notes or, for that matter, the reinsurance that has 
been provided in the past. The investors who are investing in these 
securities will bear the risk of catastrophic events. 

It is important to note that although the risk transfer products 
which have great potential in the market, today the market is in 
the early stages of development and there are probably 60 to 80 in- 
vestors today who invest in these types of securities. 

As the capital market product continues to grow and evolve, we 
will see increased benefit in the form of reduced price for both 
State and individual corporations. 



Digitized by V:iOOQIC 



69 

The obvious question becomes, that has been talked about today, 
what is the breaking point that defines an extremely low frequency 
and high severity event, and very often today we have heard other 
speakers talk about the 1-in- 100-year event. I think an important 
thing for the committee to keep in mind is what does the 1-in-lOO- 
year event mean in different geographic jurisdictions. And what I 
mean by that is the 1-in- 100-year event is something very different 
in Florida than it is for, say, the State of Wyoming, and very dif- 
ferent in terms of the economic magnitude. 

Much has been made today about talking about the availability 
and the affordability of homeowners' insurance immediately follow- 
ing an event and whether or not the introduction of either State 
or Federal programs interferes with the private market's ability to 
provide insurance. 

I wanted to just take a couple moments and comment on the im- 
portance of looking at actuarial modeling, including looking at rate 
setting in both individual States as well as with the Federal pro- 
gram, and just mention that in the case of the programs that we 
nave heard talked about here today in California, with the CEA 
and Florida with the Hurricane Catastrophe Fund as well as the 
Florida Wind Storm Underwriting Association and with the Hawaii 
Hurricane Relief Fund, all of those markets experienced extreme 
disruption after the various events and catastrophe modeling was 
used for all of those entities on a post-event basis to determine the 
appropriate rate structure. It wasn't always popular but it was the 
right thing to do, rather than charging a rate, which is inefficient 
or below die appropriate market rate and having the taxpayers foot 
the bill at a later date and time. 

There has been much discussion today also about loss mitigation. 
I just wanted to point out in the case of all the funds we talked 
about today, they are all required by State statute to set aside a 
certain portion of their revenues to provide for loss mitigation. 
Most of these funds, since their inception, I mean, the Florida Hur- 
ricane Catastrophe Fund, the CEA and the HHRF have been loss 
free. In the case of Hawaii, that has led to an accumulated surplus 
in excess of $100 million. And there has been some discussion in 
the Hawaii State legislature about what to do with the $100 mil- 
lion, and whether or not that should go into the general State reve- 
nues. It is pretty clear in the legislation before the HHRF that is 
not an appropriate use of the funds and what they are looking at 
now is to provide credits to policyholders to enable them to pursue 
loss mitigation. 

Just one last comment, which is to say that the $7 billion in fi- 
nancing that has been completed in the form of bank financing and 
pre-event bond financing, which has been done for the pools in 
Florida is along the lines of traditional corporate financing and 
those entities are taking a security interest in future policyholder 
assessments, which basically spread the risk of loss over time. 

Thank you. 

[The prepared statement of Isolde G. O'Hanlon can be found on 
page 345 in the appendix.] 

Mr. Lazio. [presiding]. Thank you very much. 

Mr. Weber. 
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STATEMENT OF JACK F. WEBER, PRESIDENT, HOME 
INSURANCE FEDERATION OF AMERICA 

Mr. Weber. Thank you, Mr. Chairman. 

I want to start by saying that on behalf of the Home Insurance 
Federation of America, which represents the large homeowners' in- 
surance companies in this country, we would like to express our 
deep gratituae to both you, Mr. Lazio, and Mr. McCollum for your 
leadership on this issue, for sticking with it at a time when a lot 
of people said there wasn't a problem. I think that today's hearings 
indicate that you were right, that there is a problem, and therefore 
we are very encouraged by today's hearing. 

I think that one of the reasons that Uiis particular panel was 
convened was to try to give you some perspective on exactly what 
the arguments are in terms of the capacity of the private financial 
markets to deal with this problem, and I think that our role today 
is to try to give you some sense of where those limits are. 

We believe at HIFA that there is a role for the capital markets. 
It is an important role, but we also think it is not in all cases the 
best solution if our goal is to have affordable insurance for all 
Americans. If our goal is to truly be prepared for the mega events, 
we think that a Federal role is in fact necessary. 

The laws of economics indicate where the limits of private sector 
capacity are. This morning we will show you, through some very 
real examples, where we think the limits of the private market are. 

Large natural disasters are a matter that cannot be handled effi- 
ciently without the stabilizing influences of a Federal Government. 
The U.S. Army is not listed on the U.S. Stock Exchange for a very 
good reason. We did not go to the moon using bonds. There are cer- 
tain issues in which the Federal Government must play a role and 
we believe that catastrophic disasters are one of them. 

In terms of the financial markets, there is a difference between 
identifying an appropriate niche for these sources of capital and 
proclaiming them a savior to the problems of growing insurance 
availability, and I think if there is one thing that is most signifi- 
cant about anything any of the panelists here today have said, it 
came from Mr. JosHn, who is not a member of HIFA, but I want 
to emphasize what he said about Hurricane Andrew, in that Hurri- 
cane Andrew cost his company more than all of the money that the 
largest homeowners' insurance company in the country had col- 
lected for 60 years nationwide, and that is a telling statement, I 
think, about the nature and the size of the events that we are talk- 
ing about. And by the way, that was a 30-year event in Florida, 
not 100-year event. 

I would also like to point out that two of HIFA's members, All- 
state and Safeco, are the largest buyers of private reinsurance in 
the United States when it comes to homeowners' insurance compa- 
nies, so that HIFA members know something about the capital 
markets, what they cost, and why we have the problems that we 
do today. 

It is no accident, in our opinion, with all due respect to the pre- 
vious panelists, that the Chicago Board of Trade, who has been in 
this business of trying to market catastrophe bonds for now three 
or four years, has never sold more than $30- to $40-million worth 
of contracts in any given year. Thirty or $40 million, I would re- 
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spectfuUy submit, is one one-thousandth of what we expect a major 
hurricane strike in Miami to cause in terms of losses. 

It is no accident that the Catastrophe Risk Exchange, an enter- 
prise started two years ago by a former deputy insurance commis- 
sioner in New York, has 300 sellers, but only two buyers to date. 
There is a rational explanation for why the number of catastrophe 
bonds sold to insurance companies in tne United States can still be 
counted on one hand, even though the marketplace is clamoring for 
solutions. And there is a reason that to date, the capital markets 
have only provided a billion dollars worth of capacity. A billion dol- 
lars does not get us very far at all in terms of the kinds of expo- 
sures that we are talking about. 

The reason that these solutions have not caught on more quickly 
is that they make only marginal economic sense. If they made more 
sense, more people would be buying them, just as people are buy- 
ing nearly everything else that Wall Street is offering these days. 
Few are buying because the transactions are not cost-effective, and 
they will not be cost-effective in the future because high cost infre- 
quent natural disasters cannot be efficiently priced in the private 
market. This is not an indictment of capitalism. This is simply the 
truth, and it is not to say that at lower levels, reinsurance is not 
a cost-effective transaction. After all, reinsurance has been around 
for centuries. You can reinsure an office complex, you can reinsure 
an insurance company with a few hundred-million dollars worth of 
exposure, but it is entirely a different matter when we are talking 
about reinsuring an event that could destroy St. Louis or New Or- 
leans. 

The pricing dynamics of reinsurance and similar capital instru- 
ments become problematic when dealing with catastrophies that 
occur less than once every hundred years. Investors are only will- 
ing to invest if the return on their money is comparable to what 
they could earn with alternative investments. 

The only problem is that homeowners' insurance is not sold to 
the public according to the same rules. Homeowners' insurance is 
regulated, and that is a point that I don't think has been men- 
tioned yet today. It is priced on the basis of risk, not the desired 
rate of return in capital markets. What chance is there that a 
homeowner will have a claim and how large, on average, is that 
claim likely to be? These are the relevant questions in the home- 
owners' insurance market. 

For example, if there is a 1 percent risk of a certain size loss, 
the homeowner is charged approximately 1 percent of that poten- 
tial loss each year. The same principles apply to every kind of in- 
surance, it is what insurance regulators allow, consumers expect, 
and elected officials, whether they be Members of Congress, a State 
legislator or a governor, demand. 

Financial markets and insurance markets do not operate on the 
same playing field when it comes to addressing large catastrophes 
that occur infrequently. These differences are particularly pro- 
nounced when we move into the higher levels. If a capital market 
is going to reinsure a $25 billion catastrophe, investors quite right- 
ly expect a rate of return of at least as good as what they could 
earn elsewhere, but such a return is many times what insurance 
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companies are permitted to charge homeowners and far more than 
the underlying risk that a claim will occur. 

To illustrate this, I brought along a couple of charts because I 
think it is very important in this discussion about what the capital 
markets are capable of to emphasize that the limiting factor is not 
the lack of money, it is the price. And if I could get a little help 
on those boards, I would actually like to move from that board to 
the next one, please, actually it is the third one. 

What this is is an illustration, real life illustration I might add, 
of the California Earthquake Authority, which is an excellent proxy 
for what an insurance company would face trying to ensure earth- 
quake exposures for an entire area. And what you see from that 
cnart is that the claims paying capacity of the California Earth- 
quake Authority is $7.5 billion, and of that, $2.5 billion is rein- 
sured. 

You will note that Mr. David Knowles, who was an earlier wit- 
ness, testified to the fact the CEA is the largest buyer of reinsur- 
ance in the world. They buy more by a factor of three or four times 
what anybody else in the world buys. The premiums that are col- 
lected from consumers in California for earthquake exposures is 
$700 million. That represents a fourfold increase in the premiums 
that were charged just three years ago. 

In order to buy $2.5 billion worth of reinsurance, the CEA pays 
$320 million a vear. That is virtually 50 cents out of every dollar 
that is collected from California consumers, for simply $2.5 billion 
worth of coverage. That means that two-thirds of all losses to the 
CEA are not reinsured, and all events above $7.5 billion are not 
covered. 

If we could have the next chart, please. 

Now if you break down the reinsurance that the CEA is buying, 
there are two layers that the CEA buys. One is sold by Warren 
Buffett and his reinsurance company. It is a billion dollars worth 
of coverage. For that billion dollars of reinsurance, the CEA pays 
$115 million per year. That represents a 10.8 percent return on Mr. 
Buffett's money. 

However, the risk that Mr. Buffett will have to pay off on that 
billion dollars is only 1 percent, which means that even though the 
underlying risk is only 1 percent, the capital market is demanding 
10 times that amount to provide that billion dollars of reinsurance. 

I think that what this indicates is that there is a limit to what 
any entity can afford to pay for reinsurance. If you are already pay- 
ing 50 cents out of every dollar to buy $2.5 billion, how could it pos- 
sibly be argued that the appropriate level for Federal reinsurance 
should be $10-, $15-, $20-, $30-, $40-billion dollars. If $2.5 billion 
of reinsurance costs 50 cents out of every dollar collected from con- 
sumers, then that must show that reinsurance at high levels is 
simply not affordable. 

But I don't think it is fair to argue that Mr. Buffett is not acting 
reasonably from his perspective. He has alternatives for that billion 
dollars that could easily return 10 or 11 percent, and so, therefore, 
I think that Mr. Buffett is acting rationally from his perspective, 
but I also think that the CEA is quite rational in saying tiiat if 
they are incurring a 1 percent risk, but having to pay 10 times that 
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amount for the reinsurance coverage, that this is not an affordable 
transaction beyond certain limits. 

In closing, I would just like to emphasize that the key issues that 
the Committee has to realize and look at are, if in fact it is going 
to provide reinsurance, that reinsurance must be at a workable 
level relative to what is going on in the marketplace today. If you 
provide reinsurance at too hi^ a level and at too high a price, you 
will not affect the availability of homeowners' insurance, you will 
not encourage more people to buy homeowners' insurance coverage, 
and the problems that we have today will continue. 

Thank you. 

[The prepared statement of Jack F. Weber can be found on page 
362 in the appendix.] 

Mr. Lazio. Thank you very much. 

Mr. JosLlN. Mr. Chairman, if it please you, without taking away 
from the general tenor of Mr. Weber's message, I believe that his 
reference to State Farm Fire and Casualty was money collected, 
which would be revenues. My statement was accumulated capital, 
which is underwriting profits, plus investment income, plus con- 
tributed capital, a significant difference between the two. 

Mr. Weber. I stand corrected. 

Mr. Lazio. Mr. McCoUum. 

Mr. McCoLLUM. Thank you veiy much, Mr. Chairman. 

With this large a panel and so few of us here, I hope we can have 
more than one round. 

I will begin by asking Mr. Joslin, since you were the last one 
speaking here, a question. In his testimony earlier today. Secretary 
Summers indicated that the Treasury would like to see us modify 
H.R. 219 to provide for the sale of excess of loss contracts to all en- 
tities on an unrestricted basis. I presume that is similar to the re- 
quest, in a way, that Mr. Musulin was just making, to not have 
tnis necessarily go through the States for auction purposes. If that 
were done, does State Farm have a problem with that/ I realize the 
devil is in the details, but in the broad general principle. 

Mr. JosuN. First of all, I believe a sale through the Treasury, 
as Mr. Musulin suggested, would be less cumbersome than on a 
State-by-State basis. Whether or not the contracts are on a State- 
by-State basis, involving the State governments could be a very 
cumbersome process. 

In answer to this question of allowing broader than simply insur- 
ance companies or broader than simply State plans to be a partici- 
pant in this process, it has been our view all along that if one is 
seeking an efficient auction market and if one is wanting an effi- 
cient use of the capital and reinsurance markets, the product 
should be available to all potential purchasers, which is the best 
way to assure there is not underpricing. Nobody is going to buy an 
overpriced excess-of-loss contract. There will oe people who will 
come forward if it is obviously underpriced. 

Mr. McCoLLUM. Mr. Pike, do you generally agree with what Mr. 
Joslin just said with regard to the unrestricted opportunities for ex- 
cess-of-loss contract purchases, if we go that route? 

Mr. Pike. I don't really have a problem with a primary carrier 
being able to access the Federal excess-of-loss contract, rather than 
using the State as the vehicle for that. 
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I do have a philosophical problem with the auction generally, if 
in fact it produces the result of having the biggest and the most 
wealdiy participants dominating the auction. That would trouble 
me, even though we happen to be a verv large company. 

I think the way H.R. 219 is designed is very appropriate. It sets 
a premium at twice that which is actuarily required, provides ev- 
erybody the opportunity to access Federal reinsurance at a known, 
fixed, nrm price, represents a premium on that which is required 
actuarially, and yet provides additional revenues to the Federal 
Government ultimately to pay for these losses when they occur. I 
have trouble with the auction concept because it may kick up the 
price of the contract far beyond the actuarially-driven rate. These 
extra costs will ultimately be passed on the the consumer. 

The beautiful part about two times the actuarially-driven rate is 
that it caps the rate to the consumer, and in the final analysis, we 
know that with the capital markets, their money comes and goes 
very quickly. As a homeowners' insurer, we can't. If we are in the 
State of Florida, we have to stay with our policyholders and we 
can't turn around and say, for example, after Hurricane Andrew, 
that the price of reinsurance went up 500 percent and we are going 
to pass that on to you because that is where the auction set it. So 
what we are really trying to do here is temper those increases to 
the consumer, and I tnink the two times actuarial driven premium 
accomplishes that better than the auction. 

Mr. McCoLLUM. Mr. Nutter, what do you think about the auction 
versus the two time actuarial rate that Mr. Pike is talking about. 

Mr. Nutter. About the State auction or the notion of a Federal 
auction? 

Mr. McCoLLUM. Either one. I think what Mr. Pike was just sajr- 
ing is he didn't think it mattered. He would be happy to have ei- 
ther Federal or State but he didn't like the idea of the auction, he 
wanted it to be set more preciselv. 

Mr. Nutter. Well, we certainly endorse the idea of the auction. 
It does facilitate the development of private market facilities. Mr. 
Weber talked about limitations of capital market products. It seems 
to me that a national auction would indeed facilitate the creation 
of private capital market capacity. We agree with Mr. Joslin that 
a State-by-State auction process seems cumbersome and probably 
divides up the capacity and it would be inefficient. We are sympa- 
thetic, particularly to Mr. Musulin's point that the small regional 
companies probably are the biggest part of the solution to this 
problem and therefore, having them have access to excess-of-loss 
capacity is very important. 

Mr. McCoLLUM. All right. Thank you. 

I think my five minutes are up, and if we are goine by that rule 
here, I will yield back, Mr. Chairman, with the understanding, I 
presume, we will have another round. Thank you. 

Mr. Lazio. Mr. Sherman. 

Mr. Sherman. Thank you, Mr. Chairman. I want to commend 
Chairman Leach for holding these hearings, but especially com- 
mend you two gentlemen for beine so involved in this issue. We 
have a lot to gain by dealing with this problem, and I am sure 
there are many times when you thought that this Congress was not 
going to be moving a bill and now at least I am far more optimistic. 
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I want to especially commend Mr. Lazio for putting together the 
bill that we are having hearine^s on today, and I hope you add my 
name as a cosponsor of that bill. 

I think that, certainly, the people in my community are going to 
benefit because half of them are paying too much for their home- 
owners' disaster insurance and the other half are going without. 

One thing that we haven't talked about much is the economic ef- 
fect of the possible insurance crisis. We had an insurance crisis 
' right after the Northridge Earthquake which caused the CEA to be 
created in California, but there is a tremendous national interest 
in makine sure that people can insure their homes, sell their 
homes ana finance their homes. 

And then finally, as was brought up with Secretary Summers, 
the Government has a strong interest in making sure people can 
get and do get disaster insurance, both to reduce FEMA's cost, but 
also to reduce the cost to the Treasury of people deducting their 
uninsured disaster losses. We prefer they have insured disaster 
losses if there have to be disaster losses at all. 

I want to see, Mr. Weber, if I can understand your chart, as far 
as Warren BufTett getting a premium of 10.8 percent. I have heard 
the 10.8 percent referred to sometimes as a rate of return and 
sometimes as a premium. It is my understanding that it is a pre- 
mium and that Mr. Buffett's $1,075 billion in capital is available 
for him to invest in other assets, as long as those assets are 
pledged. So he makes a rate of return by investing his billion dol- 
lars, and gets a premium by putting his billion dollars at risk, is 
that correct. 

Mr. 'Weber. Well, it is safe to say that Mr. BufTett is actually not 
depositing a billion dollars in the coffers of the CEA, he is making 
a promise to pay off, if in fact an earthquake occurs, which means 
that while he has an obligation to make good on those payments, 
the money is not actually held by California. 

You are also right that when we talk about a 10.8 percent, that 
is a rate of return on that billion dollars. So it is 10.8 percent of 
the billion dollars is his annual revenue, what the California 
Earthquake Authority pays him for that reinsurance. That is dif- 
ferent than the risk that Mr. Buffett will actually have to pay off, 
that billion dollars, and that risk is 1 percent. 

Mr. Sherman. The way I use the terms, I would just use the 
term premium and not the term rate of return, since rate of return 
usually applies when your capital is committed to a particular 
project and cannot be used for something else. 

I know a number of speakers have said that people would not 
buy overpriced reinsurance. I think we have got a number of panel- 
ists here eager to buy reinsurance at only double the actuarially 
valid value, and simply object to a system where they have to pay 
10 times the actuarial valid value. 

The other question that has arisen is whether it is desirable to 
provide reinsurance directly to insurance companies in the casualty 
business operating in those States that do not have a fund like 
CEA. And one concern I have, or at least Question, is that in deal- 
ing with CEA, the Federal Government is aealing with a very large 
pool that can pay the first $5 billion per incident or at least per 
year or per decade on its own, without tapping Federal reinsur- 
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ance. Would the Federal Govemnient have to bear earlier dollar 
risk in order to provide reinsurance to the companies represented 
here? 

Mr. Pike. No, it wouldn't. There wouldn't be any additional expo- 
sure to the Treasury in the event that would occur. 

Mr. Sherman. So if there were two equally sized States having 
equal earthquakes with equal amounts ot coverage, one had a CEA 
and one had private companies buying their reinsurance directly 
from the Federal Government, the Federal Grovemment's premiums 
would be the same and 

Mr. Pike. ^No, I don't think so. It would be risk-based and there 
would have to be a determination. 

Mr. Sherman. Assuming they have the same risk, have the same 
earthquake and the same nomeowners'. 

Mr. Pike. Assuming the trigger was the same and the exposures 
were the same, and all other things being equal, there would be a 
similar premium charged by the Federal Government for those con- 
tracts, again, assuming the trigger point was also the same. 

Mr. JosLiN. Could I also respond to that? 

Mr. Sherman. Yes, go ahead. 

Mr. JosLiN. We are talking about an auction of excess-of-loss 
contracts as a concept, whereby the loss is based on an industry 
a^eeate loss, as opposed to selling the contracts themselves 
driectTyr to individual insurance companies, I don't believe that 
there is anyone at this table that is supportive of the Federal Gov- 
ernment selling individual reinsurance to individual companies. We 
should make that distinction, because individual company reinsur- 
ance sales would require the Federal Government to be negotiating 
with each and every insurance companv as to what their spread of 
risk is, their exposure, and that would, I believe, brine down the 
furies of hell upon those who don't want the Federal Government 
to be too deeply involved in the insurance business. 

Mr. Sherman. So the theory in those States that didn't have a 
State aeencv would be that the Federal Government would deaJ 
with individual insurance companies but would have a particular 
contract with every company operating in that State that would not 
be company specific? 

Mr. JosLiN. It would not be company specific, it would be avail- 
able to all companies doing business or providing reinsurance with- 
in that area. 

Mr. Nutter, I am sure, feels strongly on the subject. 

Mr. Nutter. Just to try and clarify that. I think the excess-of- 
loss auction process would allow any individual company, if it felt 
it needed that coverage, however it was defined, to bid on, and 
therefore have it made available. If it choses not to, then it would 
not. But as Mr. Joslin says, I don't think anyone supports the no- 
tion that the Federal Government would directly reinsure individ- 
ual companies. That is not what the legislation provides nor has 
anyone promoted. 

Mr. Pike. May I? 

Mr. Sherman. Do we have time for one more panelist to respond? 

Mr. Pike. Just a point of clarification. The way the bill was cur- 
rently drafted, in fact it is likely the excess-of-loss contract trigger 
would be significantly higher than would be possible under the re- 
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insurance plan portion of the program, making Federal involve- 
ment less likely, I believe. 

Mr. Sherman. Thank you. 

Mr. Lazio. Thank you. Let me, if I can, iust ask a few questions. 

I think at the heart of this, we are really talking about pricing, 
which is inherent in capacity, and an understanding that a veiy 
large catastrophic loss is unfortunately inevitable. Even worse, it 
may well be more than one incident, which is really the worst-case 
scenario, where an area is hit with two events in a major popu- 
lation center in the same year, and possibly even in the same 
State. 

Is it true Mr. Nutter, that you believe the trigger from which the 
backstop should begin should be set at $37 billion? 

Mr. Nutter. I appreciate the fact you asked me that because I 
do want to clarify that. Staff brought that to my attention as 
maybe a misunderstanding. 

I cited in the written testimony an example of how one would 
calculate a trigger using what I thought were conservative assump- 
tions. But the point was that the insurance companies' retained 
earnings, called surplus, are really the cushion against shock 
losses. Therefore the surplus of the industry is an appropriate 
mechanism by which to calculate what a trigger would be. 

I used, arbitrarily, 5 percent at the primary level, an additional 
5 percent as an example of what vou would lay off to reinsurers 
or large companies retaining, and then factored in 2 percent, which 
is entirely speculative on my part, to allow for the development of 
the capital markets products. So the point was not that $37 billion 
is the right number. I realize $25 billion has been floating around 
here for a couple of years. That may not be the right number ei- 
ther. 

The point of my example was if you used industry surplus, it 
would adjust based upon the experience of the industry. If we had 
the mega loss and the industry surplus was depleted, the trigger 
would come down. Maybe it is lower than $25 billion. But if the in- 
dustry surplus continued to grow, it would be higher than what- 
ever numbers were used. That was the point of the example, not 
that 37 is the right number. 

Mr. Lazio. Let me ask Mr. Pike or Mr. Joslin if they can respond 
to that, and one of the implications, as we move up the ladder, in 
terms of the trigger, if it is at a $25- or $30- or $37-billion dollars 
for a company, what are the incentives for a company to write in 
an area that is disaster-prone? 

Mr. Pike. Currently the insurance industry has about $310 bil- 
lion worth of surplus. Some assume that this surplus is available 
to back up homeowners' insurance, and of course it doesn't. Only 
about 10 percent of the industry's surplus does, or about $30 bil- 
lion. Of that $30 billion, the surplus is spread around the entire 
country. It is not all backing up iust California or just New York. 
So there is really just a very small part of the overall industry sur- 
plus that backs up the homeowners' line product. 

The key, of course, is at what point do you have to protect, if you 
will, the solvency of those insurance companies, their ability to de- 
liver an afTordabie product, their ability to deliver any kind of prod- 
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uct at all for that matter. The trigger becomes a very important 
issue. 

We believe that given the level of surplus that is truly available 
on any given region, that that is probably what we generally use 
as the 1-in-lOO-year event, and that is a standard that has to be 
set by State. It can't be set nationally, we don't believe, because 
there will be different triggers in different States. 

So from our standpoint, we think the 1-in-lOO-year event is a 
good test to determine what that trigger ought to be. It certainly 
isn't a $35 billion trigeer on a national industry surplus basis. It 
is probably far less and we think that trigger is movable, depend- 
ing upon what State is buying reinsurance and under what cir- 
cumstances. 

You could have a California CAT fund or a Florida CEA that has 
a $10 billion retention that, at that point and above, there is no 
really available and affordable reinsurance available. That is where 
the trigger ought to kick in, but $35 billion we think is far too high. 

Mr. Lazio. Anybody who would like to answer the question as to 
why is welcome. It appears there has been some maturation of the 
capital markets, but not nearly enough to make a dent in the de- 
mand for reinsurance — for risk being spread out over a wider popu- 
lation or a number of people. 

Mr. MusuLiN. I think one thing to remember here is the insur- 
ance system, the way it had been structured, up until about, the 
mid-1980's, underwent very serious shocks with Northridge, Hugo 
and Andrew, and in solving some of that problem through the cap- 
ital markets, it involves the development of considerable new mech- 
anisms, new regulatory procedures in order to allow insurers to 
make use of those mechanisms under the State laws they were reg- 
ulated under, and that is a somewhat complicated process. And I 
think that it might be unreasonable to expect that process to have 
been completely brought to fruition in less than ten years, and so 
I think some of this is an issue that the capital markets are going 
to require some time to adapt to this situation, and that may help 
to close some of the gap that Mr. Weber pointed out with regard 
to the price differentials, and so forth. 

Mr. Lazio. Maybe I can ask Mr. Freedman. How would you char- 
acterize over the short and intermediate run, and I might set an 
arbitrary timeframe of between two and ten years, the possibility 
that the capital markets could assume all of the demand that is out 
there for reinsurance? 

Mr. Freedman. Speaking as only one company, I would say 
slight because of the progress we have seen over tne past couple 
of years. I think Mr. Weber's chart shows it vividly. If the capital 
markets, at least Warren Buffett's company is getting higher than 
a 10.8 percent return, because he is going to have that billion dol- 
lars invested elsewhere. But he compares that, or the capital mar- 
kets will compare, that against what other rates of return they can 
get, such as they are getting today in the equity markets. So there 
has to be a comparison between what you can get in an alternate 
investment vehicle and what the purchaser is willing to purchase. 
Of course, if we went out to the capital markets, you can only pass 
alone so much of the expense of the capital markets coverage or so 
mucn the expense of reinsurance coverage, because the rates to 



Digitized by V:iOOQIC 



79 

some extent are suppressed in many of the States. That just 
doesn't become a good match between what the customer and seller 
want to pay. 

Mr. Nutter. Mr. Lazio, do you mind if I supplement that an- 
swer? 

Mr. Lazio. No, I don't. 

Mr. Nutter. Two answers. One is that most analysts would say 
that the fairly soft pricing in the property catastrophe reinsurance 
market has made it more attractive for insurers to buy the reinsur- 
ance than it is to go to the more expensive capital market products 
and that if that changes, it is likely to enhance the development 
of die capital markets. 

The second thing is that there clearly was, it seems to me, a nov- 
elty premium associated with the capital market vehicles in this 
first go-round. I believe analysis would show that the prices of the 
capital market products are coming more in line with corporate 
bonds, as opposed to equities, and therefore you are going to see 
them more attractive to a broader segment of the investor market. 

Ms. Bouriaux may have a comment on that and she would be 
more knowledgeable than I would. 

Mr. Lazio. The only significant transaction I am aware of is the 
USAA transaction, and that was, as I understand it, very costly in 
terms of a premium, a very costly transaction. The point that we 
keep cominjg back to is the fact that insurance regulators regulate 
the cost of homeowners' policies, and those costs, tne anticipated or 
the requested rate of return in the capital markets, can't nec- 
essarily be passed through to consumers. Is that true? 

Ms. BOURIAUX. Mr. Lazio, the pricing of the CAT bonds has real- 
ly narrowed since the USAA offering. I think the USAA offering 
was 500 business points above LIBOR. The latest transactions we 
have seen is a lot lower than that. And also there has been some 
secondary market trading that really has narrowed the pricing of 
those bonds as well. 

And what Mr. Nutter just mentioned, which is a novelty of those 
CAT bonds, is very important and USAA, for example, was the first 
company to recognize that they were willing to pay such a high 
premium because they have a long-term view of what could happen 
in the future, and I think we tend to forget ri^ht now that we all 
have a little bit of a short-term view, but initiatives like CAT bonds 
or the Board of Trade products, we are there when the market was 
tightened. And I iust want to make clear, for example, at the Board 
of Trade, if I could relate one experience that we have, the largest 
volume of transactions we did was about two hours before Hurri- 
cane Fran hit the shores and we traded in two hours 3,300 options 
for an equivalent capacity of about $15- to $16-million. Granted, it 
is pretty small. We are talking about a market that at the time 
was about 12 months in its infancy, but I think that shows vou and 
the companies that you will see in the future those kinds of private 
market responses. 

Mr. Lazio. My last point would be there is obviously growth in 
the markets, which I think gives us some cause for optimism, but 
we have a snort-term problem as well and we can only hope that 
we have enough time to watch the maturity of the capital markets 
to meet the demand that is out there. 
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I am going to turn back to Mr. McColIum to ask a couple more 
questions. 

Mr. McCoLLUM. Thank you, Mr. Chairman. 

Mrs. Kelly asked me to ask a couple questions for her. She had 
to run out. One is in the capital markets area and it may have 
been covered by that answer, but I am not 100 percent sure. 

She wanted, Ms. CHanlon, for you to answer the question. It 
had to do with whether Chase had done any private market cata- 
strophic deals. I don't know what she was getting at exactly, but 
that is the way the question was worded. 

Ms. OUanlon. I think probably she was talking about catas- 
trophe bond deals, though it is not totally clear. Andjust to follow- 
up, the USAA deal was priced at about 550 basis points over 
LIBOR. The most recent deal which was done was for Trinity Re, 
which was primaril;y Florida risk, and that was priced at about 300 
basis points. That is the deal that Chase most recently completed. 

The USAA deal, in my understanding, is about to come to mar- 
ket in a couple months and will be priced substantially below the 
550. We are seeing risk premiums that are more in line with what 
I talked about, amut the 300 or perhaps less than that, perhaps 
down to 250 basis points, and I think there is a lot to be said tor 
what Mr. Nutter said about the first time the USAA deal was done 
in terms of the novelty premium associated with that. 

Mr. McCOLLUM. One of the other questions was to Mr. Weber. 
She wanted you to identify your members and I assume you can 
submit that for the record for us. I am not going to sit here and 
ask you to regurgitate every one of the big members that is a mem- 
ber tor you. 

Mr. WEBER. It would be my pleasure. We represent Allstate In- 
surance, which is the second largest company in the homeowners' 
insurance market, Farmers Insurance, wnich is the third largest, 
Safeco, Metropolitan Property and Casualty, and the Independent 
Insurance Agents of America. 

Mr. McCoLLUM. One of the follow-up questions she had, does 
HIFA believe there is a need for other State funds besides the 
three that are there now? I guess it goes to the ultimate question 
of which direction we are headed, is there a desire to move, to have 
a State fund, more State funds created; does HIFA believe that is 
the case or not? 

I think that is what she wanted to know. 

Mr. Weber. Well, first of all, I think that none of us want to see 
a proliferation of State proCTams. I think it's important to point out 
that States that have actea did so because had tney not acted tliere 
would be no market for homeowners' insurance coverage. We don't 
think that H.R. 219 would encourage a proliferation of State pro- 
grams. That is not our goal. 

But I think that we are aware that the three places where migor 
catastrophes have struck in the 1990's are the three places where 
those markets are not working. If we have our next major catas- 
trophe strike in Louisiana or North Carolina, then we can probably 
expect similar problems in those States. 

Mr. McCOLLUM. While we've got the microphone down at the 
end, Mr. Nutter, I would like you to clarify one thing. It's my ques- 
tion, not Ms. Kelly's here. But would, in your expectation, if uiere 
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isn't an excess-of-loss auction market feature put into place in one 
form or another here, would the reinsurance companies participate 
in such an auction market and buy contracts? 

Mr. Nutter. I think they would be most enthusiastic partici- 
pants. In the process they would see it as additional capacity for 
themselves. Thev would see it as additional capacity for their client 
companies, whicn tend to be the Farm Bureaus, the small reeponal 
and local companies that they traditionally serve as their bread 
and butter clients. 

Mr. McCoLLUM. And they're much more likely to do that if there 
is an auction, is Uiat correct? More likely to participate in an auc- 
tion than in Uie model that does not have an auction? 

Mr. Nutter. That is correct. 

Mr. McCoLLUM. Mr. Campion, you have modeled an approach for 
us for H.R. 219. Have you modeled an excessive loss approach? 

Mr. Campion. With regard to what we modeled, we assumed that 
the auction would follow in effect the same format in terms of the 
amount of money collected as the individual States would pay in 
if it was a State fund. For example, the fact that there woula be 
a minimum price at a reserve price of two times the actuarial pre- 
mium, we assumed that was what was collected in our analysis, be- 
cause we had no way of knowing how the auction would work, or 
how much excess premium could be collected. That was the as- 
sumption we used. 

Mr. McCoLLUM. So, you have not another kind of assumption 
that maybe would be different from what Mr. Pike — ^I think the two 
times was his basic assumption? 

Mr. Campion. That is correct. 

Mr. McCoLLUM. But you might do one down the road; if we gave 
you some other factors to go with, you could use your system to do 
that? 

Mr. Campion. Yes, certainly we could do that, the assumptions 
would have to be what were the premiums collected in those auc- 
tions. 

Mr. McCollum. Ms. Kelly asked me to ask you if your company 
brokered the CEA reinsurance? 

Mr. Campion. Yes, it did. 

Mr. McCoLLUM. Some thought, she says, that that was a ripofT, 
and she asked if vou agreed if it was? 

Mr. Campion. No, I don't believe it was a ripoff. And I think one 
of the things for those people to keep in mind, and I think Deputy 
Commissioner Knowles put it very well, which is, the price for 
those purchasing coverage appears very high, and for those selling 
coverage appears low. And I think for those people that make com- 
ments like that we can always find an opportunity for them to put 
their capital at-risk through reinsurance mechanisms, if they think 
it's such a great deal. 

Mr. McCollum. Just for the record, you did get a commission; 
it was brokered? 

Mr. Campion. Yes, that is correct. 

Mr. McCoLLUM. And this is my last set here, if I can to follow- 
up Ms. Kelly's line of questioning, Mr. Chairman. With regard to 
State Farm and Allstate, she notes that there are surpluses that 
each of you have, which I think we all know, and she notes that 
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State Farm has a $37.6 billion and Allstate has a $17 billion sur- 
plus. I don't know the accuracy of those figures, but that is what 
she has down here. And she asks if the surpluses are being carried 
for catastrophic risk, if that is the reason for the surplus, and that 
is essentially what the question is I believe. 

Would either of you gentlemen care to respond to that? 

Mr. JosLiN. Both companies are very large writers of automobile 
insurance, and I think both of us have said that the insurance 
business segregates, tends to place its capital behind various busi- 
ness opportimities, and certainly all of that surplus is not designed 
to support the homeowners' losses in a given geographic area. It is 
a much, much broader business obligation. 

Mr. McCoLLUM. Would you agree, Mr. Pike? 

Mr. Pike. Except I wish we had $16.5 billion. We have $12.5 bil- 
lion in statutory surplus numbering. 

Mr. McCoLLUM. OK, that is fair enough. In conclusion, and I 
come back to myself now. I have asked mixed questions here, but 
a few that she asked me to and I'm sure I didn't cover all her ques- 
tions. If her staff is here, I apologize, I don't have time to do that, 
but I did try. 

I want to thank each of you. I know the companies here and Mr. 
Nutter, in particular, who represented, and a number of companies 
who aren't represented here today have just been doing exceedingly 
overboard efforts with Mr. Lazio and myself to come up with var- 
ious ways we can make all of this work. And you have all been very 
capable and willing to come forward and tell us that you will par- 
ticipate in a variety of different versions of this and to help us crafl 
something that we ultimately can use. 

So I want to again thank you publicly for doing that. It is obvious 
that each company and each marketplace is a little different. But 
working together, we are going to come up with one yet. Thank you 
very, very much for doing this, and thank you, Mr. CJnairman. 

Mr. Lazio. And thank the panel as well. 

We have two votes stacked, and the first 15, the second 5, I think 
the earliest we will be able to come back is about 4:00 o'clock. So 
the hearing is in recess to hear the last panel until 4:00 o'clock. 

[Recess.] 

Chairman Leach. The hearing will reconvene our final panel to 
discuss the impact of natural disasters and lack of available home- 
owners' insurance in local economies, including real estate mar- 
kets, financial institutions and home construction. The panel will 
also present the consumers and other perspectives of this legisla- 
tion. Our panel consists of Ms. Babette Heimbuch, who is President 
and CEA of the First Federal Bank of California, which specializes 
in single and multifamily real estate secured loans. Mr. Chris- 
topher Lewis is a Senior Manager of the Risk Management Group 
for Ernst & Young here in Washine[ton. Ms. Kathy Whatley is a 
broker under Buck & Buck, Inc., a family realty firm in Jackson- 
ville, Florida. Mr. Pierre Lanaux is President of Lanaux Construc- 
tion in Lousiana. 

Mr. J. Robert Hunter is currently the Director of Insurance at 
the Consumer Federation of America and a consultant in public 
policy and actuarial issues. Mr. Charles Brown is Vice President of 
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Baker Welman Brown Insurance and Financial Services. And Mr. 
Jordan Clark is President and cofounder of the United Home- 
owners Association. 

Let me just say we have had an extraordinary day and a long 
one and we have been interrupted by votes, as all of you under- 
stand, in other issues that relate to Congress at this time. All of 
you have problems as well, and I am told Mr. Lanaux has a plane 
to catch at 5:00 o'clock. And if there is no objection of the other 
panel, I would like to begin with him, and then we will proceed in 
order as put forth. 

Mr. Lanaux? Without objection all of your statements will be 
placed in the record fully, and you're certainly free to summarize 
if you choose. But please go ahead. 

STATEMENT OF PIERRE B. LANAUX, PRESIDENT, LANAUX 
CONSTRUCTION, NEW ORLEANS, LA, ON BEHALF OF THE 
NATIONAL ASSOCIATION OF HOME BUILDERS 

Mr. Lanaux. My name is Pierre Lanaux, and I am President of 
Lanaux Construction. I am a builder from New Orleans, Louisiana 
and have been involved in the residential construction industrv for 
over 15 years. I am pleased to appear on behalf of myself and the 
190,000 member firms of the National Association of Home Build- 
ers. 

I have been asked to confine my remarks to the Housing Sub- 
committee's print of H.R. 219. H.R. 219 was marked up by the sub- 
committee earlier this year and represents a combination of the 
elements of H.R. 219, as introduced, and H.R. 230, the Natural 
Disaster Protection and Insurance Act. This subcommittee print 
would create a Federal backstop through reinsurance to eligible 
State insurance programs in the event of a major catastrophic 
event. 

The legislation is designed to foster accessible and afibrdable 
homeowners' insurance. H.R. 219 addresses the problems associ- 
ated with the unprecedented number and magpiituae of natural dis- 
asters the United States has suffered since 1989. For example, the 
massive property destruction resulting from Hurricanes Andrew 
and Iniki and Northridge Earthquake caused insurance companies 
to either discontinue doing business in these disaster-prone areas 
or to drastically cut back on the policies they insure, causing dis- 
locations and severe consequences for homeowners and perspective 
home buyers. 

States have already established or are in the process of institut- 
ing some form of insurance program or catastrophic fund. The Na- 
tional Association of Home Bunders is pleased that H.R. 219, as 
currently crafted, contains no Federal mandate relating to State 
and local building code compliance and adoption provisions for dis- 
aster-prone areas. 

At the same time, H.R. 219 begins to address the very real needs 
associated with the availability and aflfordability of homeowners' 
insurance for coverage of certain perils. For this reason NAHB can 
support the overall objectives of H.R. 219 and the process for mov- 
ingthe bill forward. 

There are certain aspects of H.R. 219 on which NAHB has no for- 
mal position. My testimony is, therefore, confined to those provi- 
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sions relating to State hazard mitigation plans. These provisions 
would also have a direct impact on housing afTordability and our 
livelihoods. 

As noted above, H.R. 219 is silent on mandatory Federal code re- 
quirements. H.K 219 addresses mitigation by requiring each eligi- 
ble State insurance program to devote at least 10 percent of its net 
investment income to the State program measures to mitigate 
losses from natural disasters in tnat State. This reauirement is 
conditioned upon the allocation not interfering with the actuarial 
soundness of the fimd. 

H.R. 219 would leave to the discretion of the pertinent States 
what t/pe of mission programs they should adopt. NAHB agrees 
with that approach, which allows States to establish programs 
without Federal intrusion. 

Traditionally, the health and safety of the general populace has 
been the prerogative of the States. This longstanding principle is 
well-founded as it is important to remember Uiat each State/region 
is subject to diflferinip^ perils, as well as varying degrees of risk. 
What might be an effective or necessary mitigation plan in Florida 
may not be an appropriate or effective plan in Louisiana or Texas. 

With respect to the development of mitigation programs, NAHB 
argues that mitigation programs should not be focused exclusively 
on new construction, but that strategies should address existing 
structures which comprise the vast bulk of housing stock. Such pro- 
grams could include emergency preparedness response programs, 
design and construction education programs, voluntary programs 
with insurance premium reduction incentives, enhanced code offi- 
cial certification requirements or a whole host of strategies. How- 
ever, these programs should be lefl to the States to develop to ad- 
dress the particular nuances of their localities. 

In my own State of Louisiana, for example, property damage 
from hurricanes and the consequent flooding is one primary source 
of concern. The cost of homeowners' insurance has dramatically in- 
creased since 1992. Louisiana has responded to this problem by es- 
tablishing a disaster insurance program funded by voluntary par- 
ticipants who are either commercial enterprises or homeowners. 
These fimds are only available, however, for high wind areas near 
the Gulf Coast. To my knowledge, there is no special mitigation 
pro-am other than in enforcement of existing building codes. 

Fmally, I would like to add our support for a proposed change 
to H.R. 219. The National Association of Realtors, like the NAHB, 
is concerned that homeowners' insurance be accessible and afford- 
able. We agree that the legislation should require a study evaluat- 
ing the availability and aftordability of insurance and the extent to 
which the State and private insurers are addressing the problem. 
Such a study was part of H.R. 230, and we hope that a similar pro- 
vision could be incorporated into H.R. 219. 

Again, I thank you for the opportunity to present these views of 
the nousing industry on this important issue. 

[The prepared statement of Pierre B. Lanaux can be found on 
page 370 in the appendix.] 

Chairman Leach. Thank you. We will note. That is appreciated, 
and I am sorry Mr. Baker isn't here to welcome a fellow Louisian- 
ian, but we are very honored with his work in the committee. 
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Ms. Heimbuch. 

STATEMENT OF BABETTE HEIMBUCH, PRESmENT AND CEO, 
FIRST FEDERAL BANK OF CALIFORNIA ON BEHALF OF THE 
WESTERN LEAGUE OF SAVINGS INSTITUTIONS 

Ms. Heimbuch. My name is Babette Heimbuch, and I am Presi- 
dent and Chief Executive Oflficer of First Federal Bank of Califor- 
nia, headquartered in Santa Monica, California. My institution has 
24 branches and holds in excess of $4 billion in assets. I am also 
a member of the board of directors of the Western League of Sav- 
ings Institutions on whose behalf I appear today. 

I would like to thank Chairman Leach for scheduling this hear- 
ing and giving this important public policy issue a thorough airing. 
I would also like to thank subcommittee Chairman Lazio, and Rep- 
resentatives Fazio, McCollum, Campbell for their leadership on 
this bill. Finally, we appreciate the constructive input the Adminis- 
tration is providing, especially the positive suggestions of Secretary 
Summers this morning. I very much value the opportunity to par- 
ticipate in this hearing on an issue which is of great concern to 
California lenders. 

Depository institutions, whether they are located in seismically- 
prone reeions like California, Missouri or Tennessee or hurricane 
areas such as Florida or the Carolinas or New York, face the poten- 
tial of crippling losses should the traditional safety net of private 
homeowners' insurance fail. 

I am here to tell you that that system is indeed failing. Over the 
last decade in California, we have experienced earthquake disas- 
ters that have caused many billions of dollars of losses. These 
events caused severe deterioration in the availability of earthquake 
insurance coverage. So much so, in fact, that in 1995 the California 
Department of Insurance reported that 95 percent of the insurance 
companies in the State would not underwrite new homeowners' 
coverage. 

As you might imagine, the consequences of this insurance market 
failure were quite alarming to the financial institutions. As of the 
third quarter of 1997, there are 62 Federally and State chartered 
savings institutions in California which together hold some $195 
billion of real estate loans, of which $185 billion are residential. 
FDIC insured financial institutions in California, savings banks 
and institutions, thrift and loan companies together hold nearly 
$330 billion in real estate loans. 

To illustrate the magnitude of a failed insurance market, let us 
suppose the consequences of a major earthquake which causes $50 
billion in losses. Such losses could translate into potential losses to 
homeowners, banks, thrifts of billions of dollars of property if 
homes were abandoned by their owners for lack of funds for re- 
pairs. And these problems would be exacerbated in a real estate 
market where home values and owners' equity are declining. De- 
pository institutions would not be the only casualties. The Federal 
National Mortgage Association and the Federal Home Loan Mort- 
gage Corporation would also be at risk. Major losses would be in- 
curred by the Federal Housing Administration and the Veterans 
Administration. 
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Finally the Federal deposit insurance funds would be placed at 
great risk. Indeed, it is not an exaggeration to say that the greatest 
risk to the funds protecting America's financial institutions is not 
financial collapse but large scale disaster. 

I would like to illustrate some of these problems I have alluded 
to by describing the experiences of my own institution, First Fed- 
eral Bank of California. My bank suffered losses in excess of $16 
million from the Northridge Earthquake of 1994. That represents 
8 percent of the bank's net worth. The bulk of those losses were 
from loans on apartment housing for low-income families. The ma- 
jority of losses from single family loans were condominiums. 

The coverage now being offered bv the California Earthquake 
Authority would not have* protected the bank against these losses. 
California has tried to solve the problem in its own way, but quite 
frankly the solutions in place that have already been described by 
others this morning are not enough. 

The California Earthquake Authority has indeed alleviated the 
problem of homeowners being able to find insurance at any price, 
but they provide less coverage at a higher cost than what was 
available prior to the earthquake. Deductibles are higher and the 
program does not cover multifamily structures. Even more alarm- 
ing, the fund cannot cover losses fi*om an earthquake that causes 
more than $7.5 billion in losses. 

But these problems are not of the CEA's making. The reality is 
that no State has the means of Treating a program capable of han- 
dling the true mega-catastrophe. The CEA buys more private rein- 
surance than any other entity An the world, yet that coverage is 
only $2.5 billion and costs 50 cents out of every premium dollar col- 
lected. 

We recognize that some have criticized H.R. 219 for its reliance 
on State-operated Government entities rather than the .private sec- 
tor. We are not experts on the pros and cons of funding mecha- 
nisms. But we do believe that there is a role for both State and 
Federal Government. Only Government can design and compel re- 
sponsive insurance programs that provide adequate, affordable nat- 
ural disaster insurance. 

We urge you based on our experience to focus on these general 
principles as you proceed. Legislation should reflect good public 
policy. The development of a natural disaster program should be 
rooted in the principle that those who live in areas at-risk provide 
protection for themselves rather than on rel3ring on the eventuality 
of Federal disaster relief. 

A Federal solution is needed. An effective and comprehensive re- 
sponse to the risks posed by natural disasters is beyond the ability 
of any State. Insurance must be widelv available at reasonable 
rates, adequate incentives to mitigate risks should be provided, and 
the program should include multifamily, as well as single family 
residences. This provision is already included in H.R. 219, and I 
urge you to make sure it remains in the bill. 

Thank you. 

[The prepared statement of Babette Heimbuch can be found on 
page 376 in the appendix.] 
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Chairman Leach. Well, I thank you. And I am hard-pressed not 
to say that you are the second extraordinary female bank president 
from California who has testified before this committee recently. 

Ms. Heimbuch. Thank you. 

Chairman Leach. We are very appreciative. And second, your 
comments about the implications of the big one on the deposit in- 
surance funds had not been well brought to the committee s atten- 
tion prior to testimony today, and I think is of signal significance. 
Thank you. 

Ms. Heimbuch. Thank you. 

Chairman Leach. Mr. Lewis. 

STATEMENT OF CHRISTOPHER M. LEWIS, SENIOR MANAGER, 
RISK MANAGEMENT GROUP, PEQA GROUP, ERNST & YOUNG 
LLP 

Mr. Lewis. Thank you, Mr. Chairman, Members of the commit- 
tee for the opportunity to appear before you today to discuss this 
important topic of whether and how the Federal Gfovemment could 
improve our Nation's ability to finance the losses created by large 
national disasters. 

As many of the other panelists have asserted, a strong economic 
and financial case for Federal involvement in improving the alloca- 
tion of disaster risk in the United States can be made, especially 
in the areas of predisaster mitigation and the financing of large in- 
sured losses from catastrophic events. However, the need for Fed- 
eral involvement is limited in scope and requires a very carefully 
designed program that does not interfere or distort the existing pri- 
vate insurance markets or regulatory structure. 

To assist in this effort, I appear before you today on my own ac- 
cord, not representing Ernst & Young, any client or interest group, 
to give you the benent of my experience in studying this issue over 
the past several years, both as a member of the White House 
Working Group on Natural Disasters and as a private risk manage- 
ment consultant in the insurance industry. 

Over the past ten years, the United States has witnessed a sig- 
nificant rise in the magnitude of insurance industry losses from 
natural disasters. In nominal dollars, nine out of the 10 largest 
U.S. catastrophes in history have occurred since 1989. In fact, after 
acljustin^ for house price inflation, insured losses over the 1989 to 
1995 period totaled almost $75 billion, more than five times the av- 
erage real insured losses during the prior four decades. More im- 
portantly, however, is the fact that one of the major factors driving 
this increase in disaster loss is a continued development in high- 
risk areas of the country, a problem that continues today. 

Ultimately, the losses from natural disasters are always paid by 
only one constituency. That is the American people. However, the 
method through which the costs of natural disasters accrue to 
American people, either through taxes, insurance premiums or di- 
rect losses, is critical in optimizing the overall welfare of society. 

For example, if all losses were financed through the Federal post- 
disaster assistance, which, in turn, is financed through general tax 
revenues, the general tax code would determine who Dore the costs 
associated with disaster losses. In this case, the burden of financ- 
ing and disaster risk would not be linked to the individuals creat- 
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ing the disaster exposures and individuals would continue to in- 
crease society's overall disaster exposure by building in high-risk 
areas, clearly an undesirable situation. 

Alternatively, if disaster losses were completely financed up front 
through the purchase of insurance at an actuarially fair premium, 
individuals would have to factor the costs of insurance into their 
decisions on where to locate and how much disaster mitigation to 
incorporate into their building decisions. As a result, individuals 
would have an incentive to build in lower-risk areas of the country, 
reducing the growth in the country's overall disaster risk and opti- 
mizing the allocation of risk in the economy. 

Ideally, a comprehensive system for financing catastrophic losses 
would create strong incentive for individuals to mitigate or reduce 
their exposure to loss from disaster events, would improve the effi- 
ciency and effectiveness of how losses that do occur are financed, 
and would provide for quick response of assisting individuals that 
do need assistance in the wake of a disaster. 

The question before the committee is how can Federal policy help 
foster a market-based solution that meets these objectives? Ad- 
dressing this question requires a closer examination of the prob- 
lems within the insurance markets that are preventing such a solu- 
tion today. 

In financing property/casualty disaster risk, insurance companies 
are the primary intermediary in the U.S. economy. Individuals liv- 
ing in disaster-prone areas are exposed to considerable losses from 
disaster events. In providing disaster insurance, an insurance com- 
pany offers to assume a portion of this risk in exchange for a pre- 
mium. 

After accumulating these policyholder positions, the insurance 
company can diversify its disaster risks through its pooling, risk 
identification, risk identification and segregation, risk monitoring 
and risk mitigation. 

The insurance company's ability to diversify insurance through 
polling is extremely effective when risks are independent and oflen 
identically distributed like fire insurance. However, in the case of 
large idiosyncratic risks, like disaster insurance, where multiple 
policies are affected by the same event, the benefits of pooling are 
significantly less; for these events diversification must occur across 
time, with insurers financing disaster exposure through the pur- 
chase of reinsurance, the issuance of capital market securities or 
through stockholder equity. 

For most disaster risks, the problem does not reside in whether 
the events are insurable, but whether the insurance company can 
establish an effective mechanism for accomplishing this intertem- 
poral smoothing of claims. Historically, insurance companies have 
relied largely on reinsurance and self-insurance. However, given 
limited liability and exposure constraints, even large industry and 
reinsurance companies lack the capacity to accomplish the inter- 
temporal diversification of loss that is needed. 

In response, considerable attention has been focused on creating 
alternative market mechanisms, including a focus on the develop- 
ment of capital market securities. The prospect of finding another 
source of capital through disaster derivatives or securitization was 



Digitized by V:iOOQIC 



89 

alluring to reinsurance firms because of the sheer size of the cap- 
ital markets. 

Catastrophe securities also were seen as oflfering advantages to 
institutional investors. Recognizing these advantages, insurers in 
investment banks have made considerable investments in develop- 
ing new capital market products that are attractive to both insur- 
ers and investments. 

Following several years of lackluster performance, the catas- 
trophes securities market registered significant process as a new 
asset class in 1997. During the year the market registered over $1 
billion new issuances, including transactions by USAA, Swiss Re, 
Winterthur and Tokio Marine. 

All indications suggest that 1998 will exceed the $1 billion mark 
set in 1997, and if the catastrophe market continues to follow the 
evolutionary path of other asset-backed securities markets, new 
issuance could grow significantly in the next five years. 

Notwithstanding this potential, the security market faces many 
obstacles that need to be overcome before a fully developed market 
can be established. For example, the market lacks a standardiza- 
tion in risk measurement in structuring, the lack of a generally ac- 
cepted index on which to base payouts, and sometimes excessive 
transactions cost when compared to reinsurance. Even if the pri- 
vate capital market is able to eprow over the next several years, ca- 
tastropne securities are unlikely to provide the answer to financing 
truly catastrophic events. 

Given the shortcomings within the existing markets for financing 
disaster claims over time, insurance companies, reinsurers. States 
and other constituents have raised the issue of a Federal role in 
the financing of disaster insurance. Historically, the insurance in- 
dustry has a post-Federal intervention in the insurance market- 
place. However, the large-scale disruptions caused by Andrew and 
Northridge have prompted many members of the insurance indus- 
try to call for some form of Federal assistance. 

Evaluating the potential role of the Federal Government in fi- 
nancing catastrophic risk is an important issue in examining the 
current problems facing the insurance industry and in the financ- 
ing of catastrophic risk more broadly. Two current shortcomings in 
the allocation of catastrophe risk become apparent, the lack of in- 
ternalization of risk and individual decisionmaking, and the ab- 
sence of a mechanism that would allow insurance companies to 
smooth claims over time; in addition to cost effective mitigation, 
the encouragement of actuarially priced insurance in one mecha- 
nism for improving the internalization of risk at the individual 
level. However, this requires insurance companies to have the ca- 
pacity to offer those policies without jeopardizing their solvency. 

To develop a Federal program that can expand the capacity of 
the insurance industry without interfering with the regulatory 
framework of the insurance industry while continuing to support 
innovation and development in the insurance and capital markets 
presents a considerable challenge. Equally as difficult will be devel- 
oping an approach that is narrowly defined and targeted at provid- 
ing a mechanism for intertemporal risk diversification without en- 
couraging additional risk-shifling to the Treasury. In this respect, 
the Federal Government's unique position in the debt markets is 
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a great advantage. However, the difficulty is designing a program 
sufficiently targeted to only utilize this unique borrowing authority. 

Other issues that such a program would have to face would be 
avoiding any replacement or displacement in the insurance indus- 
try, including favoring one segn^ent of the industry over other seg- 
ments, setting appropriate attachment points and caps in the Fed- 
eral Government's overall exposure, maintaining the current State 
regulatory framework with the critical link between State regula- 
tion of solvency, insurance rate approval and the State guaranty 
fund structures maintained, fostering the development of innova- 
tion in the capital markets, pricing the program at normal market 
rates, avoiding the creation of another Feaeral bureaucracy, and 
creating a bu^et-neutral program are all important obstacles. 

In conclusion, there is a strong economic and financial argument 
for the Federal Government to play a role in financing catastrophic 
risk; however, the challenge for the committee is how to correctly 
define this role so as to encourage cost effective mitigation in the 
development of a narrow mechanism that would allow the insur- 
ance industry to smooth large disaster claims over time. 

Mr. Chairman, I thank you for the opportunity to appear today. 
And I welcome any questions after the rest of the panelists. 

[The prepared statement of Christopher M. Lewis can be found 
on page 378 in the appendix.] 

Chairman Leach. Well, thank you very much, Mr. Lewis. 

Ms. Whatley. 

STATEMENT OF CATHERINE WHATLEY, PRESIDENT, BUCK & 
BUCK, INC^ JACKSONVILLE, FL, ON BEHALF OF THE NA- 
TIONAL ASSOCIATION OF REALTORS 

Ms. Whatley. Thank you, Mr. Chairman, for the opportunity to 
present the views of the National Association of Realtors on H.K 
219. We want to thank vou, Mr. Chairman and Chairman Lazio, 
for your leadership on this issue of the National Disaster Insur- 
ance, and we also want to thank Congressman McCollum in his ef- 
forts that he has taken to find a solution that has plagued the 
State of Florida since 1992. 

I am Cathy Whatley. I am a realtor from Jacksonville, Florida. 
I work with buyers and sellers of homes every day, except today. 
I am here today. I am also the 1998 regional vice president for the 
National Association of Realtors for Region 5. That encompasses a 
number of southeastern States, as well as the Virgin Islands and 
Puerto Rico. 

The deterioration in the availability and the affordability of 
homeowners' insurance in disaster-prone areas is an issue of very 
real concern to the National Association of Realtors. Many of our 
members specialize primarilv in the business of assisting sellers 
and buyers in residential real estate transactions. 

It is this business focus that motivates NAR's interest in the res- 
olution of this problem. Although I am testifying today on behalf 
of the real estate industry, I can't emphasize enough that the ulti- 
mate victim of the homeowners' insurance crisis is the consumer 
who is frustrated in his or her attempt to realize thie dream of 
home ownership. And when anyone, whether it is a young family 
or any other potential homeowner, is precluded from owning a 
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home because homeowners' insurance is either too difficult to ob- 
tain or too costly to afford, we all suffer the consequences. The in- 
ability to obtain affordable homeowners' insurance is a serious 
threat to the residential real estate market. 

Not only does it impair all the market for single family detached 
homes, but the condominium, co-op and rental markets are af- 
fected, as well as new home purchases, resale transaction and 
housing affordability are negatively impacted in several wa^s. 

First, homeowners' insurance is a necessary component m secur- 
ing mortgages when buying a home. If a potential home buver is 
ultimately unable to obtain the required insurance, because the in- 
surance is either unavailable or unaffordable, the sale will not be 
completed. As a result, credityworthy potential home buyers are 
priced out of the market. In a recent NAR survey, respondents re- 
ported that an estimated 2450 transactions fell tnrough because of 
difficulty in obtaining disaster insurance. Seventy-five percent of 
those respondents cited that it was unaffordability for the reason. 

Second, homeowners' insurance is tied directly to the cost of own- 
ing a home. If a homeowner is unable to mamtain insurance re- 
quired by the mortgage lender, the mortgage is in default. Disaster 
insurance coverage is optional. Potentialbuyers may choose not to 
purchase a home simply because the insurance they consider essen- 
tial is too costly; others may choose to go unprotected. 

Third, insurance costs impact rental rates. Insurance costs in- 
curred by landlords are ultimately passed on to tenants. Con- 
sequently, increased insurance costs results in higher rents. 

llie National Association of Realtors supports H.R. 219 for sev- 
eral reasons. It protects against mega-catastrophes. State pro-ams 
that have been created to address the problems are well-mten- 
tioned first steps, and homeowners' insurance is currently available 
in these States. However, neither State disaster programs nor the 
private insurance industry have the capacity to cover the risk pre- 
sented by mega-catastrophes far more damaging than Hurricane 
Andrew or the Northridge Earthquake. The creation of a Federal 
disaster reinsurance program today will help prevent future inter- 
ruptions in the availability of homeowners' insurance. 

H.R. 219 also promotes fiscal responsibility. By establishing a 
program which promotes available and affordable insurance cov- 
erage for those at risk of property losses from a natural disaster, 
the bill would minimize future unforeseen disaster assistant ex- 
penditures and keep us on course to balance the Federal budgets. 
It is time to begin planning for future disasters and provide insur- 
ance to those at risk so that they can be adequately prepared when 
that time arrives. 

NAR's primary concern is the availability of affordable home- 
owners' insurance. Any Federal program that is created must be 
designed to achieve that goal. To that end, we suggest that H.K 
219 De amended to require an agency study evaluating the avail- 
ability and affordability of insurance and the extent to which 
States and private insurers have responded to the problem, we 
must safeguard the cornerstone of the American dream. 

NAR supports the Federal response to the disaster insurance cri- 
sis which helps to make the dream of home ownership a reality for 
more and more Americans. We urge the Banking and Financial 
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Services Committee to take action this year on this important 
issue. 

Thank you, Mr. Chairman. 

[The prepared statement of Catherine Whatley can be found on 
page 387 in the appendix.] 

Chairman Leach. Thank you, Ms. Whatley. And I know Mr. 
Foley wants to welcome you. 

Mr. Foley. Welcome to my real estate colleague to Washinfi;ton, 
DC. and for her insightful testimon]^ in supoort of the bill. I think 
it is vitally important for all of us in Floriaa and all of us in the 
Nation to establish this as a significant part of public policy. So I 
again thank Cathy for joining us, and thank the Chairman for his 
indulgence. 

Chairman Leach. Thank you, Mr. Foley. 

Mr. Hunter. 

STATEMENT OF J. ROBERT HUNTER, DIRECTOR OF INSURp 
ANCE, CONSUMER FEDERATION OF AMERICA (JOINT STATE- 
MENT WITH CONSUMERS UNION) 

Mr. Hunter. Thank you, Mr. Chairman. It is a pleasure to be 
back in this room where I was Federal Insurance Administrator 
and was politely browbeaten many times from that chair where you 
are sitting. I was Federal Insurance Administrator during the 
1970's and ran the National Flood Insurance Program, which could 
serve as instructive as you design the bill, and it is good that this 
committee has that experience and expertise. 

I also served as Texas Insurance Commissioner, and so I am in- 
terested in how this will impact the insurance industry, but also 
I am here representing both the Consumer Federation of America 
and Consumers Union to raise the issues from a consumer perspec- 
tive. 

I want to congratulate the various people that have been con- 
gratulated several times, Mr. Lazio, you, Mr. Chairman, and Mr. 
McCoUum. A lot of good things have happened because of the Con- 
gressional interest over the years in this issue. The Wharton School 
is conducting research into the kinds of questions that have 
blocked passage of the bill historically, such as the impact of hypo- 
thetical large catastrophes on the market and the capacity of Uie 
private sector to handle the risk, and so on. They have also been 
doing a great deal of research into the securitization of the catas- 
trophe risk, which has a lot a potential. 

FEMA has prepared a national mitigation strategy, as a result 
of their concern and your concern. It is a beginning, but it requires 
enforcement. As you know, in Florida had there teen enforcement 
of the existing building codes, estimates are that at least 40 per- 
cent of the Hurricane Andrew damage would have been avoided in 
Florida. The American Red Cross has incorporated natural disaster 
loss mitigation as a core program now in its work. And most prop- 
erty casualty insurance companies have created and are supporting 
the Institute for Business in Home Safety, which is working on 
mitigation issues. 

And then there is the Public-private Partnership 2000 initiated 
by 19 Federal agencies and the IBHS, which is a series of 14 edu- 
cational forums which we are in the middle of right now on the 



Digitized by V:iOOQIC 



93 

questions that you are here discussing. So there is a lot, as a result 
of your efforts, that is already going on in the marketplace of ideas 
and thoughts and so on. So that is very good news. 

Additionally, there is some bad news. The bad news is we have 
a system in Uiis country that has an imbalance in it. I have data 
attached to my testimony that shows that wind is pretty much cov- 
ered with private insurance, and places like Texas and Mississippi 
and Louisiana are pa3ring $7.00 or more per-ihousand dollars of 
home value to protect themselves from that by insurance. And then 
there is a chart that shows that most wind is covered by private 
insurance and there is very little Federal disaster relief. 

But there is a lot of Federal disaster relief, and there is consider- 
able cross-subsidies between diflTerent States and different parts of 
the country, which I point out in my written testimony. The annual 
cross-subsidies from disaster relief range from an average per 
household subsidy to North Dakota of $104, to California of $100. 
But States like Connecticut and New Jersey and New York are 
paying in a lot more into the disaster reHef system, because disas- 
ter relief isn't charged like premiums. It is not risk-related. There 
tends to be these cross-subsidies, and so it is very important for 
anv plan that you work on to figure ways to reduce those taxpayer 
subsidies over time. You are always going to have taxpayer emer- 
gency costs after a big disaster, but the idea of moving toward 
more insurance and disaster relief is a good one. 

There are certain principals that consumer groups believe should 
underlie any eood bill. The first is that adequate insurance protec- 
tion to the piiblic should be a requirement of Federal backup. You 
should make sure that the bill has some requirements that ade- 
quate insurance be available to consumers in these high-risk areas 
for the very reasons you have just heard about. 

There has been a very strong move toward very weak coverac^e. 
The California Earthquake Auuiority has a 15 percent deductible. 
I was the actuary that worked for the State of California analyzing 
the California Earthquake Authority. The average payout expectea 
from all earthquakes is only about 40 percent. Tnat means 60 per- 
cent is left over for the homeowners to bear, and the taxpayers. 

And we have the very odd situation when you have these high 
deductibles where the Federal Government comes in for disaster 
relief below the insurance. That is not a good idea. The Federal 
Government should be coming in at the high level, not at the low 
level. So moving in the direction of not paying disaster relief below 
deductibles woiud be a ^ood idea. 

The second principle is that strong mitigation should be a compo- 
nent of any bill. To back up insurance in a high-risk area of the 
country without controlling against unwise new construction is 
going to increase taxpayer liabilities as well as insurance rates in 
the long run, and you need to make sure that you are not encour- 
aging unwise construction. 

We have learned from the flood program, which I administered, 
that when your rate is too low, people build, and that happened on 
barrier islands while I was administrator. We had an error in our 
rates, they were too low, and people rushed in to build as a result 
of it, and that was a very bad thing for the country. So you have 
to make sure that there is some kind of mitigation. 
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New construction should be rated at full risk rates to make sure 
that construction is safe. You should absolutely require that at 
least new construction be rated at full rates. 

Then the enforcement of building codes is an important thing 
that needs to be considered. Again, 40 percent of the claims from 
Hurricane Andrew would have been eliminated had the current 
building codes in that area been enforced, according to the re- 
search. We need incentives for existing structures to retrofit, par- 
ticularly in earthquake areas. One of the problems with the CEA 
is there is no real retrofitting discounts available today. 

Now, third, we should maximize the private sector approach. We 
have heard that all morning. There has been an amazing erowth 
in surplus even in the years of Hurricane Andrew and Nortnridge. 
The surplus of the insurance industry went up dramatically. There 
has been $60 billion of disasters in this decade, the most in any 
seven-year period in history. And yet the insurance industry's sur- 
plus has more than doubled. 

We need to take that into consideration in setting the triggers. 
A.M. Best calls the industry now excessively capitalized. Cata- 
strophic reinsurance rates nave been falling dramatically, and 
there are alternative methods and sources of backup such as the 
securitization of risk. 

Finally, we need to learn from the National Flood Insurance Pro- 
gram and incorporate those lessons. 

H.R. 219 fails to meet these four key principles in several key re- 
spects. First of all, the bill increases taxpayer liability, and exacer- 
bates the cross-subsidies already inherent in disaster policy, be- 
cause the bill has no goals for mitigation, no real plan to reduce 
the Nation's losses, and that is a serious problem. 

The bill has no accompanying plan to show how the taxpayer will 
fare year by year under the bill s provisions. The goal ought to be 
to reduce the taxpayer liability over time, and it ought to be a plan 
that would show if this bill was passed how the taxpayer ulti- 
mately would have a lower, not a higher liability. The bill triggers, 
as low as $2 billion, greatly impedes private market developments. 
In my testimony I do an actuarial calculation where I think the 
trigger should be $40 billion, and the $37 billion you heard from 
earlier testimony by RAA is pretty close to that. 

The bill sets up no standards for State pools, thus pools, such as 
the California Earthquake Authority, which actually increases tax- 
payer liability, are covered. I think there should be some standards 
for how the pools should look to gain federal taxpayer back-up. 

And then the bill does not guarantee insurance to anyone. It only 
guarantees insurance companies will be able to tap tne Treasury 
in the event of a large event. So the Consumer Federation and 
Consumers Union oppose H.R. 219 as it is currently drafted. And 
most insurance companies don't support it, except for a few giant 
insurers like Allstate and State Farm, who aggressively marketed 
to homeowners in high-risk areas in tne 1980 s, creating what the 
Florida Academic Task Force termed as an oligopoly in the hurri- 
cane-prone areas of Florida. 

H.R. 219 interferes with the private market, it does not make in- 
surance available. Congress can do much better. You can adopt a 
plan that lowers the risk of death in property damage through 
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mitigation. You can develop an integrated approach to insuring 
natural disasters. You can minimize Federal involvement and 
maximize private solutions. You can set the Nation on a course 
where ultimately the taxpayer will be off the hook for all but the 
emergency relief and shelter aspects of natural disasters. When we 
have a situation like we had this morning, where the representa- 
tive of the Florida insurance department was imsure whether he 
would even buy the coverage if H.R. 219 passed, it makes you won- 
der, because if he isn't going to buy it, who will? 

When the representative of the California says the problem is not 
that he wants reinsurance because he can't get it but he wants to 
cut the cost of reinsurance that he's getting from the private mar- 
ket, when the data from the California rate hearings shows that 
the California Earthquake Authority didn't buy reinsurance from 
the low bidders. There is a serious problem. 

So, I thank you. I think the country is really moving forward, 
and I encourage you to consider major amendments along the lines 
of what I suggested. 

[The prepared statement of J. Robert Hunter can be found on 
pa^ 392 in the appendix.] 

Chairman Leach. Well, thank you very much, Mr. Hunter, and 
your thoughts will be thoroughly reviewed. 

We have a problem with another vote in the floor. Before turning 
to you, Mr. Brown, are you going to be more than one or two min- 
utes? Then I think out of fairness to you, we will recess at this time 
and return in 10 to 15 minutes. The hearing is in recess. 

[Recess.] 

Chairman Leach. The hearing will reconvene. We left off just be- 
fore hearing from Mr. Brown. Mr. Brown is recognized. 

STATEMENT OF CHARLES T. BROWN, VICE PRESmEP4Tt BAKER 
WELMAN BROWN INSURANCE AND FINANCIAL SERVICES, 
KENNETTt MO., ON BEHALF OF THE INDEPENDENT INSUR- 
ANCE AGENTS OF AMERICA 

Mr. Brown. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to address the committee on natural disaster legislation. 

My name is Charles Brown. I am Vice President of Baker 
Welman Brown Insurance in Kennett, Missouri. I am an independ- 
ent insurance a|^ent. I have the privilege of representing hundreds 
of homeowners m my community with all different types of homes 
and all different values of homes. I am testifying today on behalf 
of the Independent Insurance Agents of America. 

I live in a nice little town, but unfortunately, it is located in what 
is predicted to be one of the worst affected areas of the New Ma- 
drid fault. We have our problems just like California and Florida 
when it comes to markets and insurance availability. In fact, rip- 
ples and tremors from the enormous potential for damage in the 
New Madrid fault area, coupled with the financial impact that 
Hurricane Andrew and the Northridge Earthquake had on our in- 
surance companies, are still being felt by my clients and all the 
homeowners in eastern Missouri and the surrounding States of the 
New Madrid fault zone. 
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We have seen our market for earthquake coverage on home- 
owners' policies dwindle at an alarming rate. This change has been 
a lot less dramatic than the market problems in Florida or Califor- 
nia, but I want to stress that the changes in our market have been 
no less real to my clients. Let me explain what is going on in Mis- 
souri. It is a little bit different. 

First of all, we have seen companies actually in our market sim- 
ply withdrawing, canceling agencies, canceling contracts. One com- 
pany, American Family, which is a large writer, canceled all of 
their agents in southeast Missouri. They did this several years ago. 
They still haven't appointed any agents in my area. 

A personal example: My agency was visited by a large national 
insurance company in 1997, and that company asked us to basi- 
cally nonrenew all of our homeowners' insurance policies. They said 
they had taken a look at the earthquake risk in southeast Mis- 
souri, and there just wasn't any way to charge enough premium for 
the exposure. 

Another agency located in southeast Missouri had similar prob- 
lems. One of their companies they represented told them they were 
going to cancel their contract because of poor losses. The agencv 
owner happened to be a friend of mine. He said, **Well, I haven t 
had poor losses. What's the problem?" The company representative 
finally said, 'Well, really we've just got too much earthquake expo- 
sure. If you'll cancel all your homeowners' policies, you can keep 
the contract." 

We do have, unfortunately, companies that are taking those 
types of actions. But the most widely used tactic we have seen in 
our homeowners' marketplace that companies are using to exit the 
market is by simply increasing the cost of their policy. A company 
can easily see their business canceled by usine this tactic. 

Allow me again to share a personal example of what occurred in 
my agency. We had a regional company that was owned by another 
large national insurer. That national company decided to absorb 
this regional company. In the process, they increased the rates on 
all their homeowners' policies in southeast Missouri and northeast 
Arkansas, where they wrote business, by over 100 percent. Need- 
less to say, when somebody who was pa3ang $500 got a bill for over 
$1,000, they went shopping. It has caused lots of problems. 

Our Missouri Department of Insurance has done several studies 
on this. The first one, they did back in 1996. This just shows you 
how fast our market has been changing: Their headline was "State- 
wide Earthquake Insurance Market Relatively Stable." The next 
press release in August of 1997, their headline was, ''Earthquake 
Insurance Rates Up Sharply in Boot Heel" — where I live — ^"Cov- 
erage There Falls Off'. 

That leads me to one of my next concerns about our marketplace, 
that Mr. Hunter alluded to; that is increasing deductibles we are 
seeing companies use. It used to be we saw deductibles from 2 to 
5 percent. Now we are seeing usually 10 percent, 15 percent, 25 
percent. We have also seen companies limit coverage to just cov- 
erage on the building and limited coverage on the contents. I guess 
my question is, where are those homeowners going to get the 
money for those higher deductibles? 
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With all this in mind and as last yearns president of our Missouri 
Association of Insurance A^nts, we decided to form a task force to 
look into what we could do in our State. We have had several meet- 
ings. We have had involvement with all of our major personal lines 
insurance companies— State Farm, Allstate, Farm Bureau, Shield 
of Shelter — all the minor markets in working toward some type of 
program, similar to wnat Florida has for their hurricane fund, to 
Handle earthquake insurance in Missouri. 

The basic reason we looked at this is because we weren't sure if 
we were going to see a Federal solution. After today's testimony 
from everyboi^r, I am a whole lot more hopeful that we will. But 
we are workinjg in Missouri. I want you to know that I think other 
States are seriously looking at what they can do to help their citi- 
zens with this natural disaster problem. 

I just want to close by saying that I think we have a choice. The 
way I look at it with my clients, when I talk to them, those clients 
that tell me, '"Charlie, I just can't afford it," and I ask them, "^ell, 
you know. I'm a salesman. Well, what are you going to dor' Thev 
say, "^ell, I figure Uncle Sam will bail me out later on." I think 
that is our choice. We can do something now or we can wait and 
just bail them out later on. Thank you. 

[The prepared statement of Charles T. Brown can be found on 
paj^ 427 in the appendix.] 

The Leach. Thank you, Mr. Brown. 

Mr. Clark. 

STATEMENT OF JORDAN CLARK, PRESIDENT, UNITED 
HOMEOWNERS' ASSOCIATION 

Mr. Clark. Thank you, Mr. Chairman. I am going to just give 
an overview of my statement and some my observations. 

I represent the end product of anything that is decided here 
today, and that is basically homeowners. Homeowners have the 
most to lose or gain no matter what is decided bv Congress and the 
Administration. Thev can lose their house, whicn is their most val- 
uable possession both economically and socially. Also they lose a lot 
of tax money since we pay about 90 percent of the income tax. So 
we eet the double whammy. 

We have been involved in this issue for about nine years, the age 
of our association. We have worked closely with Senator Stevens, 
we were one of his four core group members, at his attempt to solve 
the problem. I admire vou and I admire Congressmen Lazio and 
McCollum for taking tne saddlebag after the untimely death of 
Congressman Emerson and the fact that we didn't succeed with the 
Stevens attempt, although I think we made progress and at least 
called attention to the issue. 

It was very encouraging to hear Assistant Secretary Summers 
move a little bit off the dime as far as his acceptance of excess of 
loss. Had he given that testimony two years ago, maybe we 
wouldn't be sittmg here today, we would already have passed a bill. 

I hope you are successful getting some paperwork out in replace- 
ment of principals. There are three possible solutions, as we see it, 
to solving the disaster insurance problem, which others have basi- 
cally outlined, so I don't have to tell the committee or anybody else 
here how bad the situation is or could be. The liability out there 
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not only for homeowners, but for, I think, the financial markets in- 
cluding Fannie and Freddie and FDIC was mentioned today, but 
I think Fannie and Freddie, especially in the secondary mortgage 
market, have some liability out there and should be very interested 
in what is goine on. 

The three solutions we see, the possible solutions are not mutu- 
ally exclusive, are rolling the problems with earthquake and wind 
disasters into a flood-type program. Since the flood insurance pro- 
gram has many critics, I don't think politically that is feasible 
today, although I think the flood pro-am could work better, as you 
well know. The other possible solution is the favorable treatment 
of reserves as far as the insurance companies are concerned. 

As far as taxing the reserves, two years ago I would have said 
that is a dead issue. I think, as time goes by, maybe that is where 
we are eoine to end up. It may save the t€ixpayer a lot of money. 
It is probably the most acceptable as far as tne insurance industry 
is concerned. 

The third is excess-of-loss contracts, which is a creation basically 
of Chris Lewis; he doesn't look that old, but I think he was the fa- 
ther of this about five or six years ago. That is one way — ^that is 
nothing more than reinsuring the insurance industry and/or the 
States with State programs. That is, of course, the essence of H.R. 
219. 

There is no question that whatever solution we come up with, it 
is a national solution. Disasters do not know State boundaries. 
They do not discriminate between State treasuries or the Federal 
treasury either, I might add. So we have to come up with a Federal 
solution. 

Those who think that people in California should pay for their 
own problems and people in Florida, and so forth; I think we just 
don't operate that way in this society and with our Government. 
Until we become a totalitarian Government, we are not going to 
nor should we. So we have to realize and perceive that if it is a 
national problem, it needs a national solution. 

Also, I might add that we pay for insurance. We have crop insur- 
ance. People in Scranton pay for that, people in Sacramento pay for 
it, and so forth. So there are pretty good insurance programs which 
we cross-subsidize. 

Unfortunately, the State programs that exist now don't meet an- 
other criterion which I think must be there for successful pro- 
grams. That is, that any program that we decide on has to be actu- 
arially sound or it is not going to fly in the market; it has got to 
be affordable to the customer or it is not going to be purchased, 
and it has got to be reliable. If we get a piece of paper saying, I 
owe you, after the storm hits Miami, it doesn't really do me much 
good as a homeowner. 

The California Earthquake Authority was created basically to 
disconnect the offering of model P&C coverage with earthquake 
coverage. We knew wnen we supported the CEA that woula not 
solve the earthquake insurance problem in California. The deduct- 
ible is out of reach. Fifteen percent of insurable coverage is about 
$40,000 for most California homeowners. If they don't nave that, 
they are not going to be able to reach the insurance itself. So they 
make the decision not to buy it. Less than 30 percent of Califor- 
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nians are in that program, substantially less from what I heard 
this morning. So it is well intended but it is really not working. 

Florida is substantially underfunded. It will work if there is no 
hurricane. We hope there isn't. But if there is, we have all got a 
problem. In Hawaii, the same. 

So H.R. 219, I think, is an excellent step forward. I think since 
it backstops State proeprams which are not working — and it is not 
H.R. 219's fault that they are not working; I just aon't think they 
are working the way they should— one has to wonder whether it 
will work or not. But I don't want to throw water on it because I 
think that Congressman Lazio and others, including yourself, have 
worked hard. 

This is not an easy issue. We have got a lot of stakeholders with 
a lot of interests. We hope that you will continue to go forward. 

I was the last witness at the Stevens hearing. I hope I am not 
the last witness at the House's attempt to solve this problem in 
this Congress and the next Congress. 

We will support H.R. 219 as far as trying to make it better. We 
will gladly work with the Chairman, with Mr. Lazio and the dedi- 
cated stafT, I might add, to trv to solve this problem. I think we 
can bring some experience ana at least some of the work that we 
have haa committed on this over the last nine years. We have 
made some mistakes, but I think we also know where to go on it. 

I appreciate the opportunity to speak once again on the subject 
matter. I suppose we will be back again in the future. I look for- 
ward to working with you on coming up with a reasonable solution. 

[The prepared statement of Jordan Clark can be found on page 
435 in tne appendix.] 

Chairman Leach. Thank you very much, Mr. Clark. You have a 
long history on this issue. That is appreciated. 

Mr. McClollum. 

Mr. McCoLLUM. Thank you, Mr. Chairman. 

Mr. Brown, do you expect Missouri to enact a catastrophic fund, 
a CAT fund or is that in the cards? 

Mr. Brown. Well, that is what I hope. That is what we are work- 
ing toward. We have politics there just like we do here. But we do 
think that is a good possibility. We nave a lot of interest within our 
industry in the State. We think thev recognize there is a problem. 
Our goal is to introduce legislation wr this next session of the Mis- 
souri General Assembly. We are going to find out in a hurry. 

Mr. McCoLLUM. This morning Mr. Summers testified that he 
thought that the base bill, H.R. 219, ought to be modified to pro- 
vide for the sale of excess-of-loss contracts to all entities on an un- 
restricted basis. Right now the way, as you probably know, H.R. 
219 works is that for those States that have CAT funds, they buy 
the contracts and there is a certain specified method of doing it; 
and then there is an auction possibility that the State would run 
within certain very narrow parameters. 

Do you have a problem with that modification? Would that make 
a difference in Missouri one way or the other, whichever route, ei- 
ther we stuck with the bill as it is now or do what Treasury seems 
to want? Are you familiar with these XOL contracts? 

Mr. Brown. A little bit. I am an insurance agent, not a reinsur- 
ance expert. But from what I understand about it, I do have a little 
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bit of concern with the auction method. To be quite frank with you, 
that is one of the reasons we thought we would like to see a State 
program. 

My fear with the auction was that we might see some insurers 
take advantage of it and other insurers not take advantage of it 
The problem that presents to me and to my clients is, it might be 
that my companies don't — ^for one reason or another, they are too 
small or they are too big to qualify under — ^when you are looking 
at classi^ng as a small company in the auction process. 

One of the reasons we are looking at a State plan in Missouri 
is that it has something for every insurance company, period. So 
we get everybodv involved. In a way, I look at it, we are guaran- 
teed to do something about the market. 

Mr. McCoLLUM. I can see why you want to do that. I, at the 
same time, know that we are dedicated to crafling whatever we do 
here that provides a wide variety of participation. We don't want 
a narrow participation, either. 

Mr. Brown. Oh, no. I think both methods ought to be there, be- 
cause I think there are companies in other States where the politi- 
cal realities are, there is not going to be any type of State plan to 
deal with their catastrophe 

exposure. 

Mr. McCoLLUM. Like Tennessee or Arkansas? 

Mr. Brown. Possibly. 

Mr. McCoLLUM. I hear they are not likely to do that. 

Mr. Brown. They may have their difficulties in putting some- 
thing together because of the location of the fault and the popu- 
lation centers that are involved; and we happen to have St. Louis 
in ours, which gives us a lot more leverage, political leverage, in 
our Missouri General Assembly. I think you need to have both so 
that you can truly help everybody. 

Mr. McCoLLUM. Ms. Whatley, you are a Floridian here, but I 
have got to ask you this, wearing your other hat as the official rep- 
resentative today of the realtors. 

As I indicated, Mr. Summers testified this morning. You probably 
heard him; I don't know if you were here for that, but he felt that 
the legislation should be modified to provide — and I keep readinc^ 
this so I get it right — "for the sale of excess-of-loss contracts to afl 
entities on an unrestricted basis rather than the kind of restriction 
in the bill right now." 

Does that make any difference, from your perspective, whether 
we modify that, or not as long as we got a bill out that the insurers 
would participate in? 

Ms. Whatley. Congressman, I think we would support any Fed- 
eral program that would effectively address the availability and af- 
fordability of the insurance. We do see the problem being so large 
that we think it is going to take the Federal Government coming 
in to help to provide some stability to prevent future discrepancies. 
But the vehicle by which you all — I am not an insurance expert, 
nor is the National Association of Realtors. 

Mr. McCoLLUM. That is fair enough. 

Mr. Lewis, you worked some time ago on the subject of these ex- 
cess-of-loss contracts. Do vou agree or disagree with Mr. Summers' 
comments this morning tnat H.R. 219 ought to be modified to pro- 
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vide for the sale of excess-of-loss contracts to all entities on an un- 
restricted basis? 

Mr. Lewis. I would agree with that comment. I think it would 
build in a little bit more efficiency in the distribution of the protec- 
tion to companies on a needs basis. It would allow companies to ac- 
tually bid for and get the coverage that they need, and it would 
allow more competition within the market, between States and be- 
tween companies, so that that coverage does in fact get out to tiie 
companies and the homeowners that need that protection. 

Mr. McCoLLUM. What do you say to the concerns Mr. Brown ex- 
pressed, worries that insurers naturally might have, the agents 
might have, that companies wouldn't participate in an auction? I 
know we have had quite a few of them say, '^e would." In fact, 
we have spent a lot of time, Mr. Lazio and I have, working on that 
question. But what do you say to his concerns? 

Mr. Lewis. I think that they are legitimate concerns. I think that 
it gets to the nature of how you structure the auction. We have not 
spent a lot of time discussing how an auction would be structured 
to accommodate the needs of smaller insurers. But that is some- 
thing that is an important thing to focus on so that it can be de- 
signed in a way that meets the need of small insurers, large insur- 
ers, reinsurance companies and States. 

Mr. McCoLLUM. Can you succinctly state how you do that? 

Mr. Lewis. First of an, there is going to be — I think Deputy Sec- 
retary Summers talked about the benefits to reinsurance compa- 
nies that expands their capacity to provide reinsurance to the 
smaller companies. Reinsurers are providing the bulk of the protec- 
tion for smaller companies already. To the extent that thev get ad- 
ditional capacity through an XOL program, they will be able to pro- 
vide that capacity on down to smaller companies. 

Other options include letting smaller companies have, I wouldn't 
want to call it preferential, but independent ability to enter the 
auction, so that they would in fact be competing with their peers 
as opposed to larger companies. But again the details of how you 
actually work that out would have to be 

Mr. McCoLLUM. I know my time is up, but Mr. Nutter is saying 
that reinsurance companies would buy tnese XOL contracts. Is now 
you see it, indirectly that is going to benefit the small insurance 
company? That is part of what you are saying, isn't it? 

Mr. Lewis. That is correct. 

Mr. McCoLLUM. Thank you very much, Mr. Chairman. 

Chairman Leach. Thank you, Bill. 

Mr. Kanjorski. 

Mr. Kanjorski. Thank you, Mr. Chairman. I am sorry I missed 
most of the hearing today, because this is an issue that is very im- 
portant and close to my heart. I would like to just make some ob- 
servations that I hope the committee Chairman and subcommittee 
Chairman will take into consideration. 

First and foremost, I find myself on the defense; I feel I should^ 
be on the other side of the aisle now, because suddenly the GrOverU-" 
ment is asked to come and solve a problem and create a program 
to solve a problem instead of reliance on the free market ^stem. 
Although I am not remiss to admit that in some instances I think 
the market, free market, does not solve all problems, clearly I do 
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not think that the Government should jump in headfirst into this 
type of program unless several things happen. 

One is that there be some form of equity out there for all tax- 
payers and that this is not just an attempt to put off the burden 
in States like Florida, Texas, California or the East or West Coast 
States simply because thev find themselves in a problem. Why 
should the market work? And what would it mean if the market 
worked? 

Let me dve you an example. From the best that I can recollect, 
if we took nurricane Andrew, I believe the damage caused by that 
hurricane was $24 billion. It is estimated that if that storm had 
struck the Miami area, 20 miles north of where it did strike, the 
damage would have been in excess of $48 billion. That is a nuge 
amount of money that we will be called upon to pay if we get into 
the secondary insurance market. 

But the whole purpose of insurance, or risk, if you will, and the 
need for the marketplace to prevail is that at some point in this 
coimtry, we are going to have to decide that people are going to 
have to build according to certain types of codes and safety, certain 
mitigation programs will be put in place. 

It seems to me self-evident that we ought to look at the flood in- 
surance program and recognize that we now have people that build 
on the outer coastal islands, and periodically, every five to ten 
years, they get wiped out; they go to the Federal Government, they 
get their msurance and they rebuild. We do not have the political 
will in the Congress nor do the States or communities have the po- 
litical will to bar building in these high-risk areas. 

What are we doing in hurricanes and earthquakes? The East and 
the West Coasts, we are now under this type of a program, subsi- 
dizing otherwise capital that would not flow to these areas. 

I have seen a projection that if Andrew were to strike Miami 20 
years from now, 20 miles north of where Andrew came in, the dam- 
age would be in excess of $150 billion. Why? Because we are going 
to be writing a lesser cost to allow capital to invest in Miami — 
great weather, great location — but why shouldn't we encourage 
that capital to be invested in Kokomo, Indiana, instead of Miami 
where it is at a high risk? And what we are doing is upsetting the 
marketplace and the balance. 

Normally capital would not flow and expend its investment in 
Miami if they had to carry the burden of what insurance in the 
marketplace would require. That is what nature forces the market 
to do, discourage people from their own stupidity or foolishness. 

Here, when we move into a secondary operation as a Govern- 
ment, we are encouraging the market not to operate and therefore 
no force of nature encouraging people to make more intelligent fi- 
nancial risk decisions as a result of disasters, only because we have 
interpleaded the Federal Government to be the responsible party. 

In one instance, the most dangerous thing of this principle, I be- 
lieve, is that, one, we have lost mith with the marketplace; two, we 
have caused a disconnect to occur; and three, we are fundamentally 
upsetting the natural nature of how this country should grow and 
develop. We are discouraging people from making the investment 
in Kokomo, Indiana, we are encouraging them to put their invest- 
ment in a risk area in Miami, the risk of disaster, but certainly a 
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more financially rewarding investment by going into the Miami 
area. 

If you think in terms of a building or an apartment, $10 million^ 
where would you rather put it if you were an investor, in Miami 
Beach or would you rather put it m Kokomo. Indiana? You would 
have to be a fool not to say Miami Beach. The only time you will 
make that decision, however, is if the Government picks up the 
risk of that high cost of insurance; or else you won't be able to sell 
that property or mortgage Uiat property because you won't be able 
to cover that risk. That is what the natural market would do. 

We are perverting the natural market from operating and, there- 
fore, subsidizing people to make improper investments which will 
put greater capital at risk of disaster, and two, really imbalance 
the population in the development of this country. 

Mr. McCoLLUM. Will the gentleman yield on that? 

Mr. Kanjorski. Certainly. 

Mr. McCoLLUM. I respect him a great deal. One of the things I 
just want to make sure he understands is that what Mr. Lazio is 
trying to create, and certainly what I want to modify to the degree 
necessary to make sure it is true, is that the insurance companies 
pay premiums into the fund and that the taxpayers don't subsidize 
this m this instance. 

It is a lot different than the flood insurance program. I hope you 
are aware of that. I really want to be sure you know that that is 
what we are trying to do. 

Mr. Kanjorski. I have worked with this. But I think that both 
of us are not naive enough to realize that once we provide the sec- 
ondary insurance here and create these funds and with the further 
development of wealth in this country and risk, that the Govern- 
ment is never going to get out of this program. If local communities 
can't require good Duilding codes, if they can't implement mitiga- 
tion programs to reduce the exposure of the risk, I don't know vmy 
you think the will of Congress is any stronger than that. We are 
going to weaken and subject all the taxpayers of this country to un- 
derwrite forces that oppose the natural market. 

Let me give you an example. I have spent time in Hawaii after 
the last hurricane in Hawaii. Every meeting I went to — ^bankers, 
insurance companies, realtors, builders — ^they all say, Tou have to 
put a secondary market of insurance in place. Why? Because we 
nave this $100 million apartment building, and we can't sell it be- 
cause nobody is goine to pick up on the mortgage unless we insure 
it against the risk of nurricane disaster." 

I say, you know, for that individual or that corporation at risk, 
that is a very dane^erous thing. But why are we allowing next week 
the next $100 million or $200 million hotel to be built in a risk 
area in this country? 

We have identified 16 high-risk areas for disaster. We know that 
just as a matter of random sample, these 16 areas are going to suf- 
fer extraordinary disasters over the following years. Now, why are 
we forming a policy to encourage capital to improperly invest in 
that area by not paving for that risk? I have no objection if some- 
one wants to put a $200- or $300-million hotel in Honolulu, as long 
as the taxpayers of this country and the taxpayers of my district 
aren't covering that investment by offering the reinsurance. Be- 
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cause when they do that, it is to the disadvantage of capital to flow 
into the areas of this country that would be lesser in risk, and 
would apply the opportunities and finances to benefit average 
Americans who will be pa3dng for this extraordinary risk. I just 
think that my friends on the other side of the aisle, the people who 
really claim to always believe in market forces, to be advocating a 
program of getting the Government involved in secondary insur- 
ance is shocking to me. 

I can understand that we have a problem. Ma>;be we have to look 
at how we cover that problem. There are certainly ways of doing 
it, including our involvement in these risk circumstances that occur 
on a regular basis. But why we should establish the Grovemment 
involved in secondary insurance so that there will never be an in- 
centive for a more intelligent decision of where to put your c^mital 
and encourage growth rates like Miami to continue to explode in 
growth, encourage areas like California to continue to explode in 
growth because the initial investment is being protected and in- 
sured and able to be financed with the false protection of the rest 
of the American people in the secondary insurance market, I think 
it is just a wrong proposition. 

I may say, further, why aren't we looking at all disasters? Why 
are we only looking at hurricanes, earthquakes and tornadoes? I 
will tell you whv. That is where the financial forces of the country 
are located and have risk. They are very much interested. The 
banking communities and everyone else that holds the paper on 
those things are in serious condition and asking the Federal Gov- 
ernment, even though they are great private capitalists and entre- 
preneurs and want a fi-ee marketplace, but when their investment 
is at risk, they want the United States Government to come to 
them in a big way. 

Let me give another example, and I know I am over my time. Mr. 
Chairman, we made that mistake with the nuclear power industry. 
This Government provided secondary insurance that limited the 
risk and as a result we have power stations built in this country 
on earthquake faults. The only reason the engineers and the own- 
ers of that capital made that investment in those areas is, afi^r $7 
or $8 billion, they had no more risk. They threw it off to the Fed- 
eral Government. 

Although that is more extreme now than even indicated under 
this legislation, the same principle applies. What we are doing is 

Srossly interfering with the fi*ee marketplace which will affect and 
istort the practices of the population existing today and on into 
the 21st century, falsely, mistakenly, and I daresay hypocritically, 
if this is supported by my friends of the free market side. 

When I, as a Democrat, generally find advantage for Government 
programs, alas, but suddenly we have interests here that want the 
Grovemment to impose themselves with a major investment and a 
major program, I just think we haven't thought this issue out 
enough. I certainly don't think we've taken it to all the consider- 
ations that we should. These poor folks that are living in Idaho and 
Montana that aren't going to have these things, they are going to 
be called upon to insure these speculative investors in San Diego, 
in Los Angeles and in Miami. I do not think that is right. But 
worse than not being right, I think it is a distortion of the popu- 
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lation growth and how it should be distributed in this country and 
how the equity and wealth of this country should be distributed. 
Once that mistake is made, we will never put the genie back in the 
bottle. 

Mr. Lazio. [Presiding]. I thank the gentleman. Let me, if I can 
on my own time, try and correct what I think are certain 
misperceptions, the first of which is that there is anv commercial 
coverage involved in either one of these versions. They are com- 
pletely residential. The program is completely voluntary. It focuses 
on a 1-in- 100-year incident, 1 percent of the risk; 99 percent of the 
risk continues to be in the private sector, or controlled by the 
States. 

The reason why there are State programs is because the private 
sector insurance market dried up. In the months after 
Northridee — and Ms. Heimbuch will probably confirm this — 95 per- 
cent of tne private insurance homeowners msurance marketplace 
in that surrounding area disappeared. It creates — again, I think 
Ms. Heimbuch and Ms. Whatley both have testified to this point — 
it has created a spiraling effect, values are destroyed, people can- 
not sell their homes, destroying the tax base. 

This is often the sole source of savings for people, certainly their 
largest investment. I think it certainly is not my intention and cer- 
tainly is not Mr. McCollum's intention to substitute for the private 
marketplace. The fact is that it is not there. The reinsurance capac- 
ity is not there. 

Mr. Kanjorski. Will the Chairman yield? 

Mr. Lazio. Yes, I would be happy to yield to the gentleman. 

Mr. KANJORSia. Why isn't it there? 

Mr. Lazio. I will explain to you as has been explained to me from 
the experts. The reason is that companies cannot risk the ruin of 
having a $50- or $100-million loss per company that would wipe 
them out, whereas the Federal Government, because of the size, its 
ability to spread out the risk, is in a much better position to do 
that. 

In our bill, in H.R. 219, we are saying, fix the actuarial rate and 
double it, so that you are getting more than you might if it was 
strictly a market rate. Hopefullv, this will phaseout over a period 
of time. But the fact is that there is an enormous problem and 
there would not be a California Earthquake Agency or a Hawaiian 
fund if there was sufficient capacity in the private marketplace. 
That is why all these people have been testifying. 

Mr. Kanjorski. Mr. Chairman, would vou yield? 

Mr. Lazio. Yes, I will be happy to yield to the gentleman. 

Mr. Kanjorski. Isn't that basically saying that that is why 
Lloyd's of London doesn't want to be a secondary insurance in 
these types of disasters they have experienced? Even their great re- 
sources were not enough to be secondary insurers. And isn't the ar- 
gument sayine that the Government has to provide a subsidv? 

Mr. Lazio. what it says, if I can reclaim my time, is that the 
Government has a role in providing that the market acts more effi- 
ciently. 

The problem of this is that when you have a situation where you 
have Warren Buffet offer, whatever, I forget what the numbers 
were exactly, but a billion or a billion-and-a-half dollars, whatever 
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it was, in reinsurance, at a rate of $300-million-a-year-plus for pre- 
miums, that clearly is being done because people like Warren Buf- 
fet and a few others who won't even get into the market because 
they can't suffer the risk of loss have to calculate what the finan- 
cial return must be in order for them to absorb a potential wipeout. 
That is something the Federal Government does not have to do. 
So it is able, after tne States have a plan in effect, after people are 
willing to put up their own money, people are being asked to pay 

Eremiums, it will fund — we have run, as we have heard testimony 
efore, there have been thousands of models that have been run, 
and the case, if only three States participate in this plan over ten 
years, a $5.5 billion surplus. That may or may not happen because 
we can't be assured of tne timing of an incident. 

But the very fact is that if you walk away from a California or 
a Florida or a Pennsylvania, after they get hit with a major hurri- 
cane and say, *Tou're on your own," I cannot imagine the Federal 
Grovemment will not come in as it has in the past with a major 
bailout, not — without having premiums paid in voluntarily because 
we have not been provided, we do not have the structure in place, 
and there is an insecurity in the marketplace and insurance com- 
panies pull out, I can't imamne the Federal Government, as a com- 
mimity of communities, wsuking away from a Florida saying, hey, 
tou^h, you know what, you have to hitch up your wagon; and 
you re going to have to move, Miami; you're going to have to move, 
Fort Lauderdale; you're going to have to move, Los Angeles. 

Seventy-five percent of the population of the coimtry is within 
100 miles of the coastline. That is not going to change because of 
an effort at mitigation. Is mitigation important? Absolutely. But we 
should not delude ourselves that through mitigation we are going 
to change the fact of the major population centers and major infra- 
structure that is at risk. If we don't plan for the inevitable, we are 
going to be highly irresponsible in the manner in which we deal 
with the problem and the people that are left behind, especially 
those folks who have their homes as their sole source of equity. 

Mr. Kanjorski. Will the gentleman yield? 

Mr. Lazio. I will yield to the gentleman. 

Mr. Kanjorski. Mr. Chairman, that is really my point. I do ap- 
preciate, and quite frankly, I would rather the Federal Government 
move in to correct a disaster area and support the disaster area but 
not build a methodology that we are talking about building now, 
which will almost give carte blanche to unreasonable development 
and continued development in areas of the country that are at high 
disaster risk. 

What I am suggesting is, we find some methodology to, whether 
up to some date insurance is available, but then communities have 
to restrict the growth that they have in the high exposure areas. 
To just turn loose a Government-subsidized secondary insuring 
market is to send a notice across the land that regardless to what 
high risk you may want to put your investment, tnere is going to 
be somebody standing there that is going to pick up that invest- 
ment and you are going to take the natural controls of the free 
market system away, the Buffet $300-million premium isn't going 
to apply anymore and you are going to have the same low rate in 
a high disaster area as you have in a non-high disaster area. As 
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a result, it is going to warp the way capital is expended in this 
country and where population growth occurs. 

Mr. Lazio. I would say, if I can reclaim my time, this is, I think, 
the main bone of contention that I have with the gentleman's argu- 
ment, and that is that we already have population centers in place. 
We are not going to move major cities. The liability or the exposure 
is already there. No matter what we do in terms of mitigation, we 
are talking about around the fringes of exposure. The $60 or $70 
billion earthquake in San Francisco, the $50 billion hurricane in 
Florida, as a result of hitting a Miami or a Fort Lauderdale or a 
major population center, those population centers, that infrastruc- 
ture, tnose homeowners, are not going to pick up and move cer- 
tainly over the next ten years to an area that may be less disaster- 
prone. We are simply going to be in a position where we go in — 
I would remind the committee, I was up in North Dakota when 
those people, those poor folks were flooded. Those people were 
wiped out. Many of those families got $4-, $5-, or $6,000, which is 
what FEMA pays when people get wiped out. 

Mr. Kanjorski. Mr. Chairman, would you )aeld? 

Mr. Lazio. Yes, I would yield to the gentleman. 

Mr. Kanjorski. I am not attempting to relocate or reconstruct 
existing communities. I am talking about prospectively. The policy 
has to be of this Congress and this Nation that we can't encourage 
unmitigated growth because there is a Government subsidy that 
will support that growth. We have to find a way to allow the free 
market to operate. The way the reinsurance free market will oper- 
ate is the premium will be so high as to discourage people from re- 
locating to Miami. But quite frankly, Mr. Chairman, if you give me 
the opportunity to go to the middle of Montana, I like Montana, I 
should pick perhaps another State, maybe the middle of Pennsyl- 
vania so that I can prejudice my own State and build a quarter- 
of-a-million-dollar home or to go to Miami Beach and build a quar- 
ter-of-a-million-dollar home, normally as a citizen I look at what 
risk I have and what my mortgage will cost me and what my insur- 
ance will cost me. 

If you create a circumstance where the Federal CJovemment, by 
subsidy, creates a secondary market of insurance that doesn't cause 
them extreme distortion in cost — I would rather live in the nice cli- 
mate of Miami — what you are going to do is continue to have com- 
pacted growth in those high-risk areas. 

I am not against doing something. What I am against is doing 
something wiSiout realizing the lone-term ramifications of what we 
do in the distortion of investment oi capital and the location of peo- 
ple. I think we are talking about something now that is going to 
affect decades ahead of Americans. 

I have worked very close because I have a disaster in my area 
of floods. I know how difficult it is to get people to relocate from 
a flood plain — damn near impossible. Quite frankly, maybe we can 
let the people who were there remain there, but we shouldn't en- 
courage the population to double, triple or quadruple because peo- 
ple want to live in a flood plain. We have got to force or allow the 
private market and the free market to operate to cause the eco- 
nomic discouragement of exposing assets to that type of disaster or 
risk. 
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What we are doing now is not answering that question. We are 
solving an immediate problem and not anticipating the long-term 
ramifications of the solution we are ofTerine. It will continue the 
distortion of growth and the pattern of growtn in this country. 

Mr. Lazio. If I can reclaim my time, I know my time has prob- 
ably run out. I want to at least ask one or two questions of the wit- 
nesses. I haven't had a chance to ask anyone. 

Mavbe Mr. Brown and Mr. Clark, both, if you would care to re- 
spond to some of the things that have been said here. 

Mr. Clark. I hesitate because I was bom and raised in the 11th 
Congressional District in Pennsylvania, which did suffer from Hur- 
ricane Ames: and the Federal Government did come to their res- 
cue, thankfully, rebuilt Wilkes-Barre, part of my hometown. I agree 
that you have to tread carefully with Mr. Kanjorski's concerns. But 
also this is directed toward residential construction, so the commer- 
cial aspect is not there. It is an attempt to solve a problem. There 
are extraordinary numbers of homeowners without insurance in 
disaster-prone States. 

There are an extraordinary amount of homeowners with limited 
and inadequate insurance and unreliable insurance. Whether we 
like it or not, we are going to spend money, and Mr. Kanjorski 
knows this better than I do, in coming to their rescue. We are not 
going to say no. We spent about $45 billion over the last I guess 
four years in emergency appropriations, supplemental appropria- 
tions above and beyond the budget. That comes out of every tax- 
payer's money, including the people from the 11th Congressional 
District. And vice versa, when something happens in the 11th Dis- 
trict, we come to their rescue, too. 

It is an extraordinary problem. I think he has got some legiti- 
mate points, but I think your bill, since it does address residential 
homes and not commercial, that some of those fears should be al- 
layed — respectfully. 

Mr. Brown. I would just like to comment on that. I can under- 
stand why people want to move to sunny California or Florida and 
why you wouldn't want to encourage that from the standpoint of 
subsidizing that. But I look at my own State of Missouri. I don't 
think that is really going to be a problem, if we had this, that all 
of a sudden we are going to have a lot of people wanting to move 
to Kennett, all of a sudden. It would be nice, but I really think 
since the program is a residential type of program, we have got to 
take care of the people that are already there. We have got major 
populations in all those places. 

I do understand what you are saying. We have got to do some- 
thing about mitigation. We have got to teach homeowners what 
they can do, and everybody has a responsibility in that. I do as an 
insurance agent, our msurance industry, and the Congress, every- 
body; we do have to do more for mitigation. There is nothin^^ I 
think that is sillier than paying somebocw that is on the wrong side 
of the dam for a flood, and the same holds true for an earthquake 
or a hurricane. But we have to help those people make those 
changes and that takes time. 

Mr. Lazio. If I could, I just want to ask Ms. Heimbuch because 
you have had this experience through the bank, living through 
Northridge, the impact that it has on the financial institutions. I 
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wonder if you could just speak to that once again, about the impli- 
cations of a major or maybe possibly two major natural disasters 
in your State, what that might mean for financial institutions. 

Ms. Heimbuch. I think that you have to look at it from the point 
of view that, number one, with this program, we are not asking 
that people don't pay a premium for it. We are not asking thev 
don't pay for this insurance. But right now they don't have mucn 
opportunity to get very much coverage. Therefore, from a financial 
institution s point of view, I am an insurer. I am not allowed to be 
in this business but I am in it for no premium. So everyone who 
has a loan from me who doesn't have disaster insurance after their 
equity is wiped out, I am the insurer, I am the one who takes the 
loss. I think that we saw that very clearly in the Northridge Earth- 
quake, and for all the financial institutions in the area who had 
those loans. 

There are certain types of properties that are more at risk, and 
after the earthquake, Freddie Mac tried to impose some sort of a 
requirement that there be disaster insurance on condominiums, or 
they wouldn't do the loan; and legally they weren't able to do it and 
marketwise they weren't able to do it. So I think from a financial 
institution's point of view, without some sort of program, we are at 
great risk because we essentially are the insurer and we are doing 
it for no premium. 

Mr. Kanjorski. Could I ask a question? 

Mr. Lazio. Sure. 

Mr. Kanjorski. It is interesting, because I had the experience of 
a disaster in my area. We went back, we tried to find out whether 
the banks had enforced flood insurance, and we found out that only 
19 percent of those people that were actually located in the flood 
plain and had a disaster bothered to take flood insurance out. 

What kind of enforcement are the banks going to do? Are you 
going to police this? Are you going to take the responsibility that 
you will not issue any mortgages unless the disaster insurance is 
taken out and the premium paid in accordance with the highest 
value of the property? 

We can't get that in other disaster areas. I think what is going 
to end up is, you are going to cover your loss, and that is what you 
are going to enforce. So this is — I agree, this is eoing to be an abil- 
ity for the financial institution to protect its risk. But you are not 
going to go out there and tell somebody, you have to take out disas- 
ter insurance in accordance with the real, true value of the prop- 
erty so that the fund ctows and is sufficiently actuarially sound 
ana the premiums paid. Everybody, the builders, the developers, 
the investors and the residents are going to make their own deci- 
sion as to how much insurance they will take or can afford to take 
for their own self-interest. 

Ultimately, you are going to have cherry-picking. Only those ex- 
tremely hign-risk homes, areas and disasters are going to be cov- 
ered adequately to keep this fund alive or, insurance-wise, sound. 
It is going to fall on the responsibility of the taxpayers, anyway. 
Nobody in the country believes that if a disaster occurs in Califor- 
nia that we won't go in with $50 or $100 or $200 billion. 

And, if I may, how can we be naive enough to think that al- 
though it starts out as a residential bill, there won't be those peo- 
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pie that come along and say, gee, I have 5 apartments, I have 20 
apartments, I have 30 apartments, or I have a little office building 
I have a medical center, I have a little hospital, and say you should 
cover this and that a future Congress is goin|^ to say, well, there 
is no private market developed, so we are gomg to nave to start 
enlarging this program. Particularly, Mr. Chairman, on the other 
side of the aisle, you have told us for 60 years that once programs 
start, they grow. 

Mr. Lazio. I would just say to the gentleman that the alternative 
is to do nothing and to leave a place like Los Angeles completely 
uncovered. I think that is what, by logical extension, the gentle- 
man's position could be argued to be. 

Mr. Kanjorski. That is the point I want to make. I think this 
is one of the most important issues that the country, in social plan- 
ning and development, really faces. It is something that should be 
looked at in great depth, that whatever policy — and I believe the 
Government has a role in this, and I believe we should come in to 
start the process, but that we shouldn't do it to pervert the market 
effects of discouraging the bad location or the bad investment of 
capital or the bad investment of people. 

Mr. Lazio. Let me, if I can, I would say to the gentleman, I wish 
somebody were here from the California earthquake fund agency, 
I am sure they would say that the creation of a State program did 
not distort or force people to migrate in any particular area of Cali- 
fornia. As a matter of fact, it provided liquidity and it provided the 
assurance so that there was continued economic strength. 

I will bet if we asked Ms. Whatley, which I am happy to do, from 
a realtor's standpoint, in an area that is disaster-prone, the failure 
to take action to provide after the State has already acted, after the 
State already has put their full faith and credit on the line for the 
first — in the case of Florida — $10 billion, after the private sector is 
already in there, people are paying premiums. 

The situations — less than 1-in-lOO are going to be all covered by 
those State programs; we are talking about situations over, in ex- 
cess of a State's capacity after they have already been proactive, 
afler they have already made plans, in excess of their capacity to 
deal with that and the inevitable, as we say, $50 billion **big one." 

The question is, do we prepare now or do we react to that when 
the inevitable happens by making a political statement and rush- 
ing something through without the type of safeguards that I think 
we have in the bill and we will add to the bill before it is com- 
pletely enacted? 

Mr. Kanjorski. Mr. Chairman, I just can't believe that you are 
going to really see an honest growth of a reinsurance or secondary 
market. I think the insurance people and Lloyd's of London are aw- 
fully wise people. I certainly have a great deal of respect for Mr. 
Buffet. I think to even have the secondary insurance market start 
in disaster areas is going to be extremely difficult. 

Mr. Lazio. It is already there. 

Mr. Kanjorski. But if we provide a subsidized program and get 
it started, I don't see it ever growing. 

Mr. Lazio. I say to the gentleman, it is already there, if I can 
reclaim my time. 
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In California, for example, thev buv reinsurance as part of their 
fund. There is securitization in Florida and in California, I believe. 
The capital markets are trying to grow. As a matter of fact, one of 
the major discussions here is to ensure that the capital markets 
and the reinsurance industry continue to grow into the demand 
that exists. 

I am all for that. But certainly as we have heard in testimony 
all day long, the capacity is not there in the private sector right 
now to permit insurance companies to write policies for home- 
owners' — I underline 'Tiomeowners'" — ^in these areas without the 
confidence of knowing that they have these programs standing be- 
hind them. It just doesn't exist. 

And the alternative — ^again, I relate back to the Northridge; I 
think it is a recent and stark contrast to the concept of sort of 
doing nothing — 95 percent of the companies stopped writing in the 
area. 

Mr. Kanjorski. Mr. Chairman, if I can just say, what is going 
to stop the expansion of areas like La Jolla, California, and others 
that would be exposed to this disaster from doubling, tripling, 
quadrupling over the next 10, 20, or 30 years if we provide a sub- 
sidized system that allows for that insurance to take care of that 
disaster? It is not an easy question. 

But I am saying when you are taking off the free market pre- 
mium cost, you are cutting loose for people to relocate to and de- 
velop an industry to locate to disaster areas because there is going 
to be a way of having people build homes that are already in im- 
pacted areas with high exposure and high disaster costs if disaster 
occurs. As I said, 30 years from now, when a storm like Andrew 
moves into the Miami area 20 miles north of where it came in, you 
are going to have $150 billion exposure. The reason is that Miami 
is going to triple in size. We have no way, if we don't use the free 
market forces, to discourage that from happening. 

Mr. Lazio. I understand the gentleman s point. 

Let me thank the panelists tor your patience. It has been a veiy 
long day. I appreciate the testimony. All the written testimony will 
be included in the record. 

Again, have a safe ride home wherever that might be. This hear- 
ing is in adjournment. 

[Whereupon, at 6:20 p.m., the hearing was adijoumed.] 
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Opening Statement 

Of Cludrman James A. Leacli 

Committee on Banldng and Financial Services 

HJL 219 — Homeowners Insurance Availability Act Hearing 



The Committee meets today to hear testimony on H.R. 219— the Homeowners Insurance Availability 
Act of 1997, which was introduced by Housing Subcommittee Chairman Rick Lazio. The Housing 
Subcommittee repocted the bill on Febniaiy 4, 1998 with bipntisan support 

This Ittislation, along with that of a similar proposal of Committee Vice-Chaiiman Bill MoCoUmn, 
hi^gJUs a growing problem in some states whiere homeowners insunmce has become (fiflBcolt, if not 
impossible to obtain, at affindable rstes. 



For example, after the 1994 Noithridge Earthquake in California, 95% of the homeowners' i 
maiket shut down. In 1992, Hurricane Andrew cleanup in Souttieast Florida cost $33 billion and, 
according to the Ftorida Department of Insunmce, "created an environment where massive cancellations 
of homeowners polices and retreat fiom the state by insunmce companies were at hand." 

Moreover, a 1996 study indicated that the number of insurance underwriters dropped, within the last 10 
years, by 3 1% in Fkmda, 29% in Texas, 23% in Califinnia and 1 5% in Pennsylvania. These conditions 
precipitated the creation of state insurance p rogra ms to meet the gap between homeowners and 
participating insurers. Despite withdrawals fiom the insunmce maiket, the property-casualty industry has 
nearly doubled its capital and suiphis since 1992 and experienced record profits in 1997. 

While there may be competing philosophical views regarding the nature and role of the federal 
government, all parties would agree that the problem of insurance availability in disaster prone areas is 
real and is worthy of congressional attention. 

Traditionally, the issue of natural disaster assistance has been under the purview of another Committee 
that primarily focused on the Stafford Disaster Assistance Act and mitig^on of natural hazards throusli 
building and zoning code enforcement, as well as federal incentives to expand capital in fiie r ' 
capital markets. 

The Banking Committee's interest centers on the fimdamental question of whether there is an 
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appro p riate fedflral role in the iiitervention of capital maikets to ensure affordable homeowners 
insurance, while at the same time meeting actuarial standards that avoid federal contingent liabilities. 

The Housing Subcommittee held two hearings on this issue and Mr. Lazio» Mr. McCollum and I have 
had many conversations with both Secretary Rubin and Deputy Secretaiy Summers, vi/bo have 
committed to wofldng with the Committee in perfecting the legislation before we move to a full 
Committee markup. 

In addition to Mr. Summers, a broad spectrum of witnesses representing every sector and voice 
interested in this legislation will be before us today. I am hopeful that following this hearing, the 
Committee will produce a bill that ensures an open market rar homeowners insinance, while at the same 
time protecting me Federal government fiom financial exposure. The Siibcoimnittee*s bill appears to be 
a viable foundation for full Committee consideration. 
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Conf retsman Maurice D. Hinchcy 

Openinf Statement 

Hearinf on the Homeownen Insurance Availability Act 

House Banldnf & Financial Services Committee 

April 23, 1998 



Mr. Chainnan, thank you for calling this hearing to look into the issue of the availabilily and 
afifordability of homeowner's insurance in disaster-prone areas. As you know, the Housing and 
Community Opportunity Subcommittee marked up H.R. 219, ihe Homeowners* Insurance 
Availability Ad in February. At that time, many members, including myself had grawe 
concerns id>out this legislation that we did not feel were adequately addressed I commend you 
Mr. Chairman, for attempting to answer some of these questions in this hearing today. 

At the outset, I remain skeptical about a scheme of federal reinsurance, particularly one diat 
would require states to establish funds or pool or auctions before they were able to participate. 
My own state of New York recently rejected this idea after many months of careful study. A 
special panel appointed by the state legislature found that establishment of a ruUural disaster 
fund would **disrupt the New York homeowners* insurance market and significantly increase 
the cost of insurance.** In addition, they found that recent improvements in the homeowners' 
insurance market and the private reinsurance market make a state fund uruiecessary. 

Homeowners in my District and elsewhere who are not exposed to great hurricane risk - wliich 
I might add is most of the state - would end up subsidizing those who live in coastal areas. 
The plan under consideration in New York would have been funded in part by a statewide 2^ to 
4-percent emergency assessment on all property-casualty insurers. Thus, consumers of auto, 
commercial, fium, surety, and other forms of property and casualty insurance throughout the 
state would have borne the burden of hurricane losses. 

In addition, the Panel noted that the capacity of the private reinsurance market in New York has 
expanded in recent years to cover the losses from catastrophic disasters. In the last seven 
years, the industry *s surplus has increased 75 percent to $280 billion. The cost of reinsurance 
is back to pre-Hurricane Andrew days, and availability is not a problem. In addition, the 
securities industry has been developing products to securitize catastrophe risk. Furthermore, 
the Panel did not find that a catastrophic insurance fund would do anything to improve 
insurance availability. 

Mr. Chairman, before we obligate the federal government for huge losses, we must make sure 
that any program we create does not give companies and states the incentives to price disaster 
insurance too low in the expectation of a federal bailout. Rather, we should give carefid 
consideration to the experience of states like New York that have rejected the notion of a 
catastrophic disaster insurance fund in favor of private market solutions. 

Again, Mr. Chairman, thank you for calling this hearing today. I look forward to the testimony 
of the witnesses. 
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REPRESENTATIVE DARLENE HOOLEY 

STATEMENT ON H.R. 219 

COMMITTEE ON BANKING AND FINANCIAL SERVICES 

APRIL 23, 1998 



Thank you Mr. Chairman. I would like to besin by stating my strong support for 
passing federal legislation to increase the availability of homeowners insurance in the 
United States. I represent an area in Oregon that is prone to natural disasters and 
certainly have a great interest in passing a bill that would increase the accessability and 
affordability of homeowners' insurance. 

Protecting homeowners from natural disasters is clearly a goal that every member of the 
subconunittee, and this Congress, shares. However, while there is some bipartisan 
agreement on the need for a federal role, there is not widespread agreement on what is 
the best way this objective can be met. 

In my view, there are two key components that must be part of any federal pbin to 
increase the availability of homeowners' insurance. The first of these is a reasonable 
certainty that the pbin will actually increase the availability and affordability of 
Insurance for consumers. Secondly, any federal program must be structured to ensure 
that the resources of the private market are exhausted before turning to a federal 
backstop. In other words, I want to stress that while I support a federal role, that role 
must be to back up the private sector in areas where it is clear private sector resources 
are not sufficient. The federal government should be instilling confidence in, not 
competing with the private market to provide homeowners insurance. 

As a Member of Congress who represents a district prone to natural disasters, I very 
much appreciate the Chairman's conmiitment to this issue and efforts in developing this 
legisUtion. As I noted during the markup on this legisUtion, my state, among others in 
the Northwest, lies in an active volcanic zone and is realistically susceptible to a volcanic 
disaster of significant proportions. 

I appreciate the willingness of the Chairman to work with me to resolve problems in my 
state regarding these types of perils. I am aware that staff have been working on a 
reasonable solution and I am hopeful that the Committee will decide to include coverage 
for volcano disasters in the final version of this legisUtion. I kM>k forward to continuing 
this conversation as we move closer to markup. 

Today, I am anxious to proceed with a thorough examination of this legisUtion. While I 
have cautiously supported this legisUtion to this point, I intend to keep an open mind as 
we continue working for a bill that is truly beneficial for Oregonians and all citizens who 
live in disaster prone areas. 

Thank you Mr. Chairman. 
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STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK. NEW YORK 10004 



To the Governor and the Legislature: 



This "Special Report on a Study of Market Dynamics and Homeowners 
Insurance Policies Written. Canceled or Nonrenewed in Designated Geographic 
Areas" is herewith presented, in accordance with the requirements of Chapter 
66oftheLawsof 1997. 



Respectfully submitted, 



'^/^/^:>- — 



NEIL D. LEVIN 
SUPERINTENDENT OF INSURANCE 
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EXECUTIVE SUMMARY AND RECOMMENDATIONS 



Chapter 66 of the Laws of 1997 amended subsection (2XE) of Section 342S(o) of 
the Insurance Law to require the Superintendent of Insurance to conduct a study of market 
dynamics and homeowners insurance policies written, canceled or nonrenewed in 
designated geographic areas, and report to the Governor and the Legislature thereon, on or 
before February 15, 1998. 

In response to the problems facing individual property owners, the Legislature and 
the Department initiated several actions ^^ch appear to have brought some stability to this 
market Statutory changes enacted in the past few years provide for: multi-tier rating 
programs; compdsory reporting for plans of withdrawal from the homeowners insurance 
marketplace; and the authorization of the New York Property Insurance Underwriting 
Association (N YPIUA) to write homeowners insurance upon a determination of necessity 
by the Superintendent Department initiatives include: the opening of a permanent 
satellite office on Long Island to assist consumers in the area with insurance problems; the 
creation of a special hotline for updated availability information on homeowners insurance; 
the coordination of the Coastal Market Assistance Program (CMAP) with insurers to either 
place or keep insureds in the voluntary maricet when they are having difficulty placing or 
renewing their homeowners insurance; and the monitoring of data submitted by insurers on 
a quarterly basis. 

The Department's Februaiy 15, 1997 report, "A Study of Market Dynamics of 
Homeowners Insurance Policies Written, Canceled, or Nonrenewed in Designated 
Geographic Areas'', described the development of the homeowners marketplace and the 
causes of changes in it; introduced and analyzed statistics maintained by the Department 
and NYPIUA; and discussed the recommendations that were published by the Temporary 
Panel on Homeowners' Insurance Coverage in its October 1, 1996 report. This report 
updates all statistics; reports on the current status of the various legislative and regulatory 
initiatives; and conunents on the recommendations made by the Temporary Panel on 
Homeowners' Insurance Coverage in its most recent report. 

Our findings and recommendations include the following: 

• Homeowners insurance remains readily available to the vast majority of residents 
throughout the State. Owners of dwellings located closest to the shore continue to 
experience some difficulties in obtaining insurance. Historically, owners of such 
properties have had to contend with underwriters' reluctance to assume risk in these 
areas. 

• The most recent data compiled from industry reports provide indications of a gradually 
mitigating trend in assuming risk in these areas. Voluntary market writings appear to 
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have stabilized and modestly increased, and the number of new policies written in the 
residual market as reflected in NYPIUA*s statistics appears to have peaked. 

NYPIUA*s legislative authority should be made pemuuient in order for it to be able to 
borrow funds in the event of a catastrophe. However, it should not be required to 
provide large windstorm deductibles on a mandatory basis. 

The Department cannot consider the use of computer nuxleling as a standard actuarial 
technique for the development of homeowners insurance rates until all the components 
of a model are routinely available for review. 

Measures taken in response to the lack of availability of insurance in these areas, along 
with the Department's monitoring of market conditions and the continued cooperation 
of the industry, appear to have contributed 4o modest improvements. However, the 
current problems developed over many years and were the result of many complex 
factors. It would be unrealistic to believe that those problems will be entirely solved in 
a short period. 
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A STUDY OF THE MARKET DYNAMICS AND HOMEOWNERS INSURANCE 

POLICIES WRITTEN, CANCELED, OR NONRENEWED IN DESIGNATED 

GEOGRAPHIC AREAS 

PURPOSE 

This report is submitted pursuant to Section 1 of Chapter 66 of the Laws of 
1997, which directed the Superintendent to conduct a study of the market dynamics and 
homeowners insurance policies written, canceled, and nonrenewed in designated 
geognq>hical regions of the State, and to report his findings to the Legislature by February 
15, 1998. 

Accordingly, for the purposes of this report, the Department took into 
account the geographical areas designated in Section 342S(oX2XB) that indicate that the 
Superintendent shall assess the impact of market dynamics in the counties of Nassau and 
Suffolk; and those geographic areas within one mile of a saltwater shoreline, canal or bay 
in the counties of Queens, Kings (Brooklyn), Richmond (Staten Island), Bronx and 
Westchester. In addition, this report examines the impact of market dynamics in those 
areas in which the Superintendent has found that writings by the New York Property 
Insurance Underwriting Association C^YPIUA**) have increased significantly since 
January 1, 1992. 



OVERVIEW 

In recent years, catastrophic weather phenomena, such as hurricanes, floods, 
windstorms and earthquakes have had a dramatic impact on the lives and fortunes of 
individual property owners and, in turn, on the homeowners' insurance market. More and 
more attention has been focused on weather conditions affecting various regions of the 
United States and the rest of the world, along with attempts to explain their causes and 
develop ways to mitigate the impact of future disasters. **E1 Nino** forecasts have become a 
staple item on local and national news broadcasts, and much attention has been focused on 
the construction of dams and levees, the geognq[>hical placement of new housing 
developments, and the upgrading of housing construction guidelines. 

These concerns have had an effect on the availability and affordability of 
homeowners insurance in New York. Although the homeowners insurance market, which 
developed along with the growth of the nation's suburbs after World War II, has 
consistently been profitable in this State, insurers have reevaluated their market strategies 
and positions, particularly in the State's coastal areas. These and other factors that have 
influenced insurers' actions were discussed in detail in the Department's previous report, 
'"A Study of Market Dynamics of Homeowners Insurance Policies Written, Canceled, or 
Nonrenewed in Designated Geographic Areas", which was submitted on February 15, 
1997, pursuant to Chapter 42 of the Laws of 1996. 
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In response to the problems facing individual property owners, the Legislature and 
the Department initiated several actions which appear to have brought some stability to this 
market Statutory changes enacted in the past few years provide for: multi-tier rating 
programs; compulsory reporting for plans of withdrawal from the homeowners insurance 
marketplace; and the authorization of the New York Property Insurance Underwriting 
Association (NYPIUA) to write homeowners insurance upon a determination of necessity 
by the Superintendent. Department initiatives include: the opening of a permanent 
satellite office on Long Island to assist consumers in the area with insurance problems; the 
creation of a special hotline for updated availability information on homeowners insurance; 
the coordination of the Coastal Market Assistance Program (CMAP) with insurers and 
NYPIUA to provide individuals with coverage when they are having difficulty placing or 
renewing their homeowners insurance; and the monitoring of data submitted by msurers on 
a quarterly basis. 

The Department's February 15, 1997 Report described the development of the 
homeowners marketplace and causes of changes in it; introduced and analyzed statistics 
maintained by the Department and NYPIUA; and discussed the reconunendations that 
were published by the Temporary Panel on Homeowners* Insurance Coverage in its 
October 1 , 1996 report. This report will update all statistics; report on the current status of 
the various legislative and regulatory initiatives; and conunent on the recommendations 
made by the Temporary Panel on Homeowners' Insurance Coverage in its most recent 
report. 



CURRENT STATUS OF POLICIES IN THE MARKETPLACE 

Insurance Department's Collection of Regulation 154 Data 

Legislative mandates require the Department to study the dynamics of the 
homeowners insurance marketplace. In fulfilling this obligation, the Department 
promulgated Regulation No. 154 (1 1 NYCRR 19), which, among its provisions, requires 
insurers writing homeowners insurance in the voluntary marketplace to report, on a 
quarterly basis: the number of policies in force; new policies written; terminated policies 
(either by the insured or the insurer); transfers of business; and the number of producers 
authorized to transact business on behalf of the insurer. This information was collected for 
all counties in New York State and for designated zip code areas. The Department's 1997 
report exhibited data collected as of September 30, 1996. This report will exhibit data 
collected from September 30, 1996, through September 30, 1997. Because of the time 
frames for filing this information, data as of December 31, 1997, are not yet available for 
analysis. 

The data in Illustration 1 below show policy-in-force figures for designated 
coastal areas. In comparing the beginning and end policies-in-force, it is noted that there 
has been an overall increase of approximately 6.6% in writings in the voluntary nuu-ket. 
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New York Property Insurance Underwriting Association 

Illustration 3 shows NYPIUA*s residential policies-in-force for the 
designated coastal areas. These figures continue the trend exhibited in previous years, 
which is that of an increase in NYPlUA's writings in downstate areas. However, 
applications for new business declined in 1997, which indicates that NYPlUA's writings 
may have peaked and are now in a downward trend. 



NEW YORK PROPERTY INSURANCE UNDERWRITING ASSOCIATION 
POLICIES IN FORCE 





12A31/94 


12A31/95 


12/31/96 


12AJ1/97 


Percentage 

Change 

1996-1997 


Bronx 


2,981 


3,165 


3,439 


3.579 


4.07% 


Kings 


15.400 


16,128 


17,210 


17,721 


2.97% 


Queens 


5.163 


6,635 


8,698 


9.885 


13.65% 


Richmond 


761 


1,064 


1.440 


1,674 


16.25% 


Westchester 


442 


534 


651 


711 


9.22% 


Nassau 


1,528 


2,597 


4.282 


5,333 


24.54% 


SnfTolk 


5.360 


7.152 


9.477 


10,953 


15.57% 


Total for 

Selected 

Coantics 


31,635 


37^75 


45,197 


49356 


1031% 



Additionally, the data shown below in Illustration 4 indicate that although 
NYPIUA*s writings have increased, it appears to be due to a constant influx of new 
business rather than insureds who remain with NYPIUA for an extended period of time. 
In-force policy figures are the total of new policies and renewal policies in force at any 
given time. In NYPIUA*s case, while the total in-force figure for each year has increased, 
the year-end total policies-in-force in each territory compved to the renewal policies in the 
following year in that same territory indicates that many NYPIUA policyholders are 
leaving NYPIUA each year and presumably Hnding coverage in the voluntary market. 
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Illustration 4 
TRENDS IN DOWNSTATE WRITINGS BY NYPIUA 





12/31/95 


12/31/96 


12/31/97 


KINGS 








New 


2,857 


3,362 


2,870 


Renewal 


n,271 


13,848 


14,851 


Total 


16.128 


17,210 


17,721 


BRONX 








New 


644 


777 


699 


Renewal 


2.521 


2,662 


2,880 


Total 


3.165 


3,439 


3,579 


NASSAU 








New 


1.431 


2,195 


1,840 


Renewal 


1.166 


2,087 


3.493 


Total 


2.597 


4,282 


5,333 


QUEENS 








New 


2.571 


3,384 


2,847 


Renewal 


4.064 


5,314 


7,038 


Total 


6.635 


8,698 


9,885 


RICHMOND 








New 


534 


636 


541 


Renewal 


530 


804 


1,133 


Total 


1.064 


1,440 


1,674 


SUFFOLK 








New 


2.376 


3,159 


2,804 


Renewal 


4,776 


6,318 


8,149 


Total 


7.152 


9,477 


10.953 


WESTCHESTER 








New 


195 


244 


209 


Renewal 


339 


407 


502 


Toul 


534 


651 


711 


TOTAL 








New 


10,608 


13,757 


11,810 


Renewal 


26.667 


31.440 


38,046 


Total 


37.275 


45.197 


49,856 
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For example, in Nassau County there were 2,597 policies in force at the end of 
1995. By the end of 1996, only 2,087 of those policies were renewed, indicating that 510 
insureds had, presumably, found coverage elsewhere. During 1996, NYPIUA wrote 2,195 
new policies to reach a total in force count of 4,282 at the end of 1996, resulting in an 
overall increase of 1,685 from the previous year. This example holds true for every year in 
every county. It may be that after an insured has been with NYPIUA for a period of time 
and established a viable insurance histoiy, that risk becomes more attractive to writers in 
the voluntary market and is able to obtain coverage there. 

Information on NYPIUA*s residential policies-in-force for the entire state for the 
period December 31,1 990 through December 31,1 997, is presented in Appendix D. 



Underwriting Restrictions in Coastal Areas 

Illustrations 5 and 6 indicate the percentage of companies that had restricted 
coverage in areas within 1,000 feet of saltwater. This information is shown on a 
percentage basis as it relates to the number of companies in the homeowners market that 
have underwriting restrictions, and to the corresponding percentage of premiums written 
during 1996. 



Percentage of Reporting Companies Restricting Coverage 
in Areas Within 1,000 feet of Saltwater 











Companbt Rittrkting Um WrKIng off Niw PoHcitt | 
WKhiii 1.000 f**t of Sallwator | 




(« 


).7%)^^^^^^ 






^BB 


■ RMtricM 
■iNotRMtricM 






^^^H^Fii«-3%) 







Note: All figures based on credible data received from companies representirtg 93.53% of 
the state wide 1996 homeowners insurance market 
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The reporting companies described as ^'Restricted*' and "Not Restricted" in 
illustration 6 are companies currently writing new policies on Long Island, while the 
'Tremium'* and "'Percentage of 1996 Homeowners Premium" figures reflect their statewide 
direct written premiums. 



Rffstrictlon on Polici0S ¥inthin 
lOOOfoetoTSaltwatM- 




NumlMror 
CompaniM 


Pofcontaga of 1996 
ptmhIuim 


R^strictMl 


$1,542,834,846 


92 


75.52% 


Not Rostricttd 


367.890.134 


23 


18.01% 


Total Reporting 


1. 910.724.980 


115 


93.53% 


Total AN CompanlM 


2.042.838.3H 


207 





Note: AN figures based on credible data received from companies representing 93.53% of the 
wide 1996 homeowners insurance marlcet. 



Other Data 

Prior to the current legislative mandate, the Department had been collecting policy- 
in-force data since 1992 from individual insurers representing 95% of the homeowners 
market. The data are shown in Appendices E and F for all of New York State, and Long 
Island, respectively, as of January 1 of each year. Since 1992, there has been an increase of 
approximately 320,800 policies statewide, with 38,144 of those policies being written on 
Long Island. The data also indicates that while some insurers have substantially reduced 
their writings, other insurers have either steadily increased their market share or have 
newly entered this market. The figures from this survey are generally higher than those 
collected pursuant to Regulation 154 since this survey does not have the filing exemption 
for those insurers who write less than $500,000 in homeowners premiums per calendar 
year. 



RESPONSES TO THE COASTAL AVAILABILITY PROBLEM 

The Department has taken several initiatives to assist New York State 
residents, located near the shore or waterfront areas, who have experienced difficulty in 
purchasing or maintaining their homeowners insurance. A brief explanation of each 
initiative is provided below along with an update of activity occurring since the previous 
report was issued. 
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CMART 

Coastal Market Assistance Reference Tables (C-MART) were established 
containing up-to-date names and telephone numbers of insurance companies which had 
advised the Department that they would insure risks within a certain proximity of the 
shore. This information has been available to consumers through the Department's 
personal lines telephone hotline. 

Monitoring of C-MART activity indicated that during 1995, 634 inquiries 
were received; in 1996, 1 189 inquiries were received; and in 1997, 351 were received. The 
data broken down by county indicate that Nassau and Suffolk Counties generated just over 
70% of all calls. The predominant reasons for the calls were (1) policy nonrenewed after 
3-year required period - 51.6%; (2) unable to secure insurance - 27.8%; and (3) 
cancellation during first 60 days policy was in effect - 8%. The remaining calls dealt with 
difficulty in settling claims or requests for insurer availability information. The callers 
were duly referred to the insurers on the list. 

The trend in consumer inquiries is presented in Illustration 7 below. 

Illustration 7 

Consumer Inquiries 
1995-1997 



} 
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CMAP 

The Department established the Coastal Maiket Assistance Program 
(CMAP) in March of 1996. This is a voluntary network of insurers and insurance 
producers that assist New York homeowners in coastal areas in obtaining insurance. The 
program was established for owner-occupied, one-to-four family dwellings, including 
condominiums and cooperative apartments, m the Bronx, Brooklyn, Nassau, Queens, 
Staten Island, Suffolk and Westchester. On Long Island's north and south shores , as well 
as in Brooklyn, Queens and Staten Island, the dwelling must be located within one mile of 
the shore. On the north shore of Long Island and in the Bronx and Westchester, the home 
must be within 2,500 feet of the shore to qualify for consideration. 

Before applying to CMAP, a homeowner must have been notified that an 
existing policy is being canceled or nonrenewed for other than nonpayment of premium. 
In the case of the sale of real estate, the homeowner or prospective property owner must be 
unable to find insurance through the voluntary maiket. Insureds may upply to CMAP 
through their insurance agent or broker or by contacting the Department for further 
information. 

CMAP participation consists of insurers which collectively write over 80% 
of the homeowners market in New York. The total conunitment of CMAP participants is 
5,000 policies over a three-year period. 

Policies may be placed in the CMAP program through either the 
company/agent rotation process or the self-certification process. In the company/agent 
rotation process, an insured will be reviewed for coverage by a participating insurer, 
according to the CMAP Plan of Operations, who has been assigned diis risk on a rotating 
basis. Insurers may also use the self-certification process by voluntarily accepting a risk 
which does not meet their **proximity to shore'' underwriting guidelines and which was not 
brought to them through CMAP. Once the insurer has filed the appropriate self- 
certification documentation with the CMAP program regarding its voluntary acceptance of 
this risk, the insurer will receive a credit in the CMAP rotation process. 

From the mception of this program on March 18, 1996, through December 
of 1997, a total of 2,143 policies have been written. Of this total, 334 were placed through 
the company/agent rotation process, while 1,809 policies were placed in CMAP through 
the self-certification process. In addition, as evidenced in Illustration 8, activity in CMAP 
increased substantially with the July, 1996 opening of the Department's satellite office in 
Seaford, Long Island, and overall demand has been consistent since that time. The closing 
of the Seaford office and the opening of the Department's permanent office hi Mineola, 
Long Island, in October, 1997, does not seem to have had any impact on insureds' 
utilization of this service. 
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Illustration 8 

The Placement of CMAP Policies by Rotation or Self-Certification 
1996-1997 



200 



CMAP POLICIES 



iS*irCffrUfy O Rotation "t 




4/96 6/96 8/96 10/96 12/96 2/97 4/97 6/97 8/97 10/97 12/97 
5/96 7/96 9/96 11/96 1/97 3/97 5/97 7/97 9/97 11/97 

Month 



NYPIUA 

Chapter 66 of the Laws of 1997 extended various provisions of the 
Insurance Law that authorize the activities of NYPIUA through April 30, 1998. These 
provisions include the authority of NYPIUA to write homeowners insurance policies upon 
a determination of necessity made by the Superintendent of Insurance. The Department 
believes that its initiatives, along with the industry's cooperation, have resolved many of 
the problems existing in the homeowners market. However, the activation of NYPIUA to 
write homeowners insurance remains a possibility should the situation deteriorate. 



Windstorm Deductibles 

The Department encouraged the use of windstorm deductible programs as a 
means of encouraging insurers' involvement in the voluntary market. Deductibles offer an 
alternative to nonrenewals or reduction of homeowners business, particularly in vulnerable 
geographic areas such as Long Island and other coastal areas. Following a series of 
meetings with concerned public ofHcials, consumers, producers, and insurers, the 
Department issued Circular Letter No. 1 1 in September of 1993 (which was supplemented 



Digitized by V:iOOQIC 



182 



in October, 1993, and June, 1995) to set forth guidelines for mandatoiy and optional 
windstorm deductibles for catastrophic and non-catastrophic losses. The Circular Letter 
also permitted insurers to file independent windstorm deductible programs which were 
supported with adequate justification. 

Currently, twenty-three insurers have received approval ftom the 
Department for their mdependent windstorm deductible programs. Two rate service 
organizations (AAIS and URB) have filed and received approval for programs on behalf of 
their member companies which follow the Department's guidelines. ISO has filed and 
received approval for an independent windstorm deductible program on behalf of its 
members. The approved programs provide windstorm coverage subject to certain 
mandatory deductibles depending on the geographical location of the risk. The mandatory 
deductibles range from 1% to 7.5% of the insured amount, with optional deductibles 
available at higher percentages. 

In both of its reports, the Temporary Panel on Homeowners Insurance 
recommended that NYPIUA be given the authority to use hurricane deductibles similar to 
any which are approved for the voluntary market. NYPIUA submitted such a filing in 
1997, but it was disapproved by the Department. The Department's position on this 
subject is discussed herein in our comments on the Panel's recommendations. 

In addition, there has been some discussion with respect to mandating 
hurricane deductibles for all homeowners insurance policies. (The report of the 19% 
Temporary Panel included such a recommendation.) The Department's approval of 
deductible programs has been determined by the experience and market needs of individual 
insurers, based upon data furnished in specific filings by those insurers. Mandatoiy 
programs imposed on all insurers are not needed to improve the homeowners insurance 
market overall, and could result in reduction of necessary coverage where conditions do 
not warrant such reduction. 

Wnip-iiroun^i FoMciey 

In Circular Letter 1 1 (1993), the Department established guidelines for tiie 
submission of *^vrap-around" coverage filings. Under these programs, an insurer provides 
liability, theft and other coverages to an insured who has purchased fire and extended 
coverage through NYPIUA. With the fire coverage from NYPIUA and the wrap-around 
coverages from a voluntary insurer, an insured can obtain the virtual equivalent of a full 
homeowners policy. Since 1994, the Department has qiproved 25 wrap-around programs, 
including one for a rate service organization. 



Chapter 42 of the Laws of 1996 added Section 2351 to the Insurance Law to 
permit the use of multi-tier programs for homeowners insurance in order to enhance the 
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availability of homeowners insurance in the voluntary market. A multi-tier program is one 
in which there is more than one rate level, or tier, in the same company, with a complete 
rating system associated with each tier. Specific underwriting rules applicable to each tier 
determine the placement of insureds in the various rating tiers. 

Multi-tier legislation for homeowners insurance formalized the rating 
options that had previously been available to (and were implemented by) insurers in 
affiliated fleet structures. Many such groups employed diverse underwriting criteria and 
rate levels that were exclusive to individual companies within the group. Approval had 
also been granted to independent insurers which were able to satisfactorily demonstrate 
that specially established preferred rate classifications would be objectively applied in 
accordance with the principles of the open rating law. As a result, there has not been a 
great number of new proposals filed for multi-tier programs under the new law. 



puns orOnifrtY witNmwai From n MtirHcf 

Chapter 42 of the Laws of 19% amended Section 3425(o) of the Insurance 
Law to require insurers that intend to materially reduce their volume of homeowners policy 
writings to submit to the Department a plan of orderly reduction of such policies at least 60 
days in advance of implementation. The Superintendent has thirty days to either approve 
or disapprove the plan. If the insurer demonstrates that the material reduction of policies 
will be accomplished in a manner that minimizes market disruption, the plan must be 
approved. If it does not satisfactorily indicate that the plan will accomplish this, the plan 
must be disapproved and the insurer will be advised of the plan's deficiencies and any 
amendments that the Superintendent may require consistent with the statute. 

According to the statute, a plan must be submitted if the insurer intends to 
reduce the net number of its homeowners policies by : (a) 20% or 500 policies, whichever 
is greater, over a five year period, or (b) 4% or 100 policies, whichever is greater, over a 
twelve month period. 

The statute also required the Superintendent to issue a regulation to 
establish standards by which these plans would be approved and to define the term 
"^minimizes market disruptioiL'* Accordingly, Regulation 154, ^'Homeowners Insurance; 
Application for Withdrawal from the Marketplace", was promulgated on June 25, 1996. 
This regulation established the standards and definitions to be used by insurers submitting 
plans of market withdrawal and established the requirement for quarterly reporting of 
homeowners policy data to the Department Circular Letter No. 10 (1996) set forth the 
standards to be followed in completing the quarterly reports, and also defined the 
designated geographical areas in which policies issued by NYPIUA have increased 
significantly. 
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To date, four plans of homeowners market withdrawal affecting 
approximately 7,800 insureds have been placed in effect The vast majority of these 
insureds were offered renewals by carriers in the voluntary market 



OTHER INITIATIVES 

Reinsurance Costs 

In February, 1996, the Department began to permit insurers to reflect the 
cost of catastrophe excess-of-loss reinsurance in homeowners insurance rate filings, 
provided an insurer can reasonably allocate the cost of such reinsurance to its New York 
policyholders. Since that time, fourteen insurers have submitted seventeen filings which 
contain factors for reinsurance costs. Twelve of those filings have been accepted and five 
are still under review. During 1997, the Department accepted five homeowners rate filings 
in which reinsurance costs were among the factors in the rate increase. The state-wide rate 
effect of those filings ranged from -5% to 't-10.9%. These rate level changes fall within the 
ranges acknowledged for all homeowners rate filings during 1997. (In the past year, 
twenty-six independent rate filings, which did not include reinsurance costs as a factor, 
were placed on file with state-wide rate effects of -4% to +18%.) 

The Department has recently begun reviewing the reinsurance contracts of 
insurers that used reinsurance costs as a factor in previous rate increases. This was 
initiated to determine that consideration is also given to reductions in reinsurance costs in 
insurers* preparations of rate revisions. 

Long Island Office 

In order to provide quicker access to the various programs that were 
designed to assist Long Island residents in resolving problems associated with homeowners 
insurance, the Department opened a satellite office in Seaford, New York, in July of 19%. 
Due to the need for these and other insurance services, the Seaford officers functions were 
transferred to a new permanent office in Mineola, New York, in October of 1997. Staffed 
by Insurance Department examiners and fraud investigators, this office provides vital 
information and assistance to members of the public who reside on Long Island. 

Market Conduct Activities 

The Department perfomied market conduct mvestigations of eleven insurers 
to determine the status of the homeowners market in the downstate coastal area of New 
York. The goal of these reviews was to gain a clear picture of how insurers are treating 
coastal homeowners business from three different perspectives: claims handling, 
underwriting judgment, and agency terminations. The companies investigated were the 
Kemper Group; the Hartford Group; Worcester Insurance Company; Tri-State Insurance 
Company; Preferred Mutual Insurance Company; Prudential Property &. Casualty 
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Insurance Company; Allstate Insurance Company; Nationwide Insurance Company; 
Metropolitan Property & Casualty Insurance Company; Aetna Casualty & Surety 
Company; and State Farm Insurance Company. 

Overall, the investigations did not find evidence of unfavorable claims 
handling practices by companies insuring policyholders residing in downstate coastal 
areas, in comparison to the remainder of the State. 

The review of underwriting guidelines and practices indicates that 
companies do have more stringent controls in place for writing coverage in coastal Long 
Island. In particular, companies have been using the results of credit reports as a reason to 
decline to issue homeowners insurance to mdividuals. While this practice does not violate 
any insurance law or regulation, companies using this underwriting practice were declining 
coverage based on '"adverse credit report** or '^macceptable financial stability**. Insurers 
were advised of the Department's General Counsel's opinion that Section 3425 requires a 
specific reason for declination and that the reasons being used were not considered specific 
enough. All companies notified of this agreed to modify their procedures and list the 
specific reason on their declination notices. 

The review of terminated and active agents indicated no evidence of 
companies terminating downstate agencies in an attempt to reduce their writings. 



THE TEMPORARY PANEL ON HOMEOWNERS INSURANCE COVERAGE 

Section 4 of Chapter 66 of the Laws of 1997, directed the special advisory 
panel established pursuant to Section 12 of Chapter 42 of the Laws of 1996 to make an 
additional report to the Governor and Legislature on the problems affecting the availability 
and affordability of homeowners insurance in New York State. The Temporary Panel was 
comprised of thirteen members appointed by Governor Pataki and various members of the 
New York State Legislature. Although the report was prepared pursuant to meetings 
conducted m the New York Insurance Department's offices, and the report was published 
by the Department, the report is not an official publication of the New York State 
Insurance Department. It is the findings and opinions of the thirteen i^ipointed members of 
the Temporary Panel, and not those of the Insurance Department. The PanePs most recent 
report included several reconmiendations relevant to the Department*s activity on this 
subject. Following are our observations and comments on selected reconunendations. 

• The Insurance Department should consider the use of computer modeling as an 
acceptable actuarial technique for the development of both rates and deductibles. 

For several years, the Department has been reviewing rate filings containing 
factors related to catastrophe models, llie models have been separated from the actual loss 
and expense data and analyzed in order to assess their validity as a tool in calculating 
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indicated rate level changes. Although insurers have furnished the Department with 
information at their disposal, the underlying data, assumptions, and key components of 
modeling methodologies used have been retained by the modelers because of proprietary 
concerns. Since there is no guarantee that the data will not be accessed by others under 
New York's Freedom of Information Law, the modelers have declmed to permit the release 
of some data that is crucial to a thorough review of a model's validity. 

The lack of complete information underlying a rate filing makes it 
impossible for the Department to determine with any degree of certainty that the rates 
produced using the model are not - as required by statute - excessive, inadequate, unfairly 
discriminatory, destructive of competition or detrimental to the solvency of insurers. 
Therefore, while Department actuaries have met with several modelers on a number of 
occasions and continue to research and study the facts, figures and assumptions 
surrounding this issue, the Department cannot, at this time develop a position on the 
validity of catastrophe modeling that can be applied uniformly to all rate filings. 

• Efforts to improve consumers' understanding of the nature and effects of hurricane 
deductibles should be promoted 

The Department concurs that there should be proper disclosure to make 
policyholders aware that they become responsible for a greater portion of a loss as the 
deductible amount applied to the policy is increased. At present, we require insurers to 
provide a disclosure notice to insureds affected by the deductible clause. In the future, as 
part of the approval process, the Department will require a more detailed notice that 
includes examples illustrating the triggering event and the applicable dollar amount of the 
hurricane deductible. 

• NYPIUA 's legislative authority should be made permanent in order for it to be able to 
borrow funds in the event of a catastrophe. 

The Department agrees that NYPIUA should be made permanent and has 
proposed and siq)ported legislation to achieve this objective. 

• NYPIUA should be required to use a catastrophe deductible program comparable to 
those in use in the voluntary market. 

The imposition of a mandatory windstorm deductible would constitute an 
inordinate financial burden upon coastal property owners insured by NYPIUA. NYPIUA's 
premium requirements are already substantially higher than those in the voluntary market, 
and the premium for insureds with wrap-around policies is higher still. In addition, in 
order to qualify for windstorm coverage through NYPIUA, property owners must first 
incur a substantial expense to obtain an engineering inspection of the property. If the 
initial inspection indicates deficiencies, the insured must incur additional costs to repair the 
property or the windstorm coverage will be eliminated from the policy. The imposition of 
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a mandatory windstorm deductible would add another cost layer at a time that an insured 
may be least able to afford it. 

It should also be noted that the law requires NYPIUA to follow the rates 
and rules of the principal rate service organization in New York State. This is presently the 
Insurance Services OfHce, Inc. (ISO). Since ISO*s hurricane deductible rule is optional , 
the Department could not approve a mandatory rule for NYPIUA. (However, a large 
hurricane deductible on a strictly optional basis would be feasible.) 

• Actions taken by homeowners to mitigate losses should translate into lower rates, 
lower deductible options or greater availability. 

Section 2346 of the Insurance Law mandates premium reductions for the 
installation of hurricane/storm shutters or hurricane resistant laminated windows and doors, 
but common sense attests to the merits of loss mitigation efforts independent of up-front 
insurance premium credits. The Department encourages property ovkoiers to take all 
measures to prevent losses before a peril strikes, and insurers should provide information 
and education to policyholders in order to promote such activity. We also encourage 
insurers to file rules and rates that provide incentives for premium savings to insureds who 
initiate loss mitigation efforts. 

• Hurricane/Catastrophe Fund 

A majority of the Panel opposed the establishment of a publicly-funded 
mechanism for insured catastrophes. The PanePs report described several private sector 
initiatives that have raised funds in capital markets to help the insurance industry better 
finance its underwriting risks. 

The Department has proposed legislation to permit property/casualty 
insurers to issue capital notes, and is considering legislation to authorize the licensing of 
structured reinsurance companies. These proposals would facilitate the securitization of 
insurance risk, which is essential to the successful development of private sector capital 
responses. / 

At present, reinsurance capacity in traditional markets appears to be 
adequate. However, the viability of catastrophe funding mechanisms (public or private) 
will not be truly tested until they are subjected to circumstances resulting from an actual 
claims-triggering event. 



Digitized by V:iOOQIC 



188 



SUMMARY 

The purpose of this report has been to present the findings of the 
Department's most recent study of **homeowners insurance market dynamics** in order to 
assist the Governor and the Legislature in addressing the problems that exist in this market. 

Natural disasters and the attention they have captured have adversely 
affected the market for homeowners insurance in regions of New York that are considered 
vulnerable to weather-related property damage. Market conditions in the areas of the State 
focused upon by this study deteriorated in the early years of this decade, but the most 
recent data provide indications of a gradually mitigating trend. Voluntary market writings 
appear to have stabilized and modestly increased, and the number of new policies written 
in the residual market as reflected in NYPIUA's statistics appears to have peaked. 

As noted in the Department's previous report, the current problems 
developed over many years and were the result of many complex factors. It would be 
unrealistic to believe that those problems will be entirely solved m a short period. In 
addition, in order to maintain a proper perspective of the problem, we should emphasize 
that homeowners insurance remains readily available to the vast majority of residents 
throughout the State. 

Though a lack of insurance availability continues for dwellings located 
closest to the shore, it is important to note that, historically, owners of such properties have 
had to contend with underwriters' reluctance to assume risk in these areas. Well before the 
manifestation of the recent crisis, shore-front properties were subject to strict underwriting 
review even in the residual market. 

Measures taken in response to the crisis include establishment of C-MART 
and CMAP; approval of large hurricane deductibles; promotion of wrap-around policies; 
introduction of multi-tiered rating; development of requirements for plans of orderly 
withdrawal from a market; liberalization of the Department's approach to reinsurance costs 
in the rate rhaking process; and the creation of standby authority granted to the 
Superintendent to authorize issuance of homeowners coverage by NYPIUA if conditions 
warrant. These steps, along with the Department's vigilant monitoring of market 
conditions via on-site examinations and compilation of vital data reported by insurers, and 
the continued cooperation of the industry, contribute to a sense of cautious optimism for 
the viability of New York's homeowners insurance market in the future. 
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APPENDIX A 
REGULATION 154 COLLECTION OF DATA 



The format for the required information collected pursuant to Regulation 
154 and Circular Letter No. 10(1996) was as follows: 

1 . Policies in force at the start of the reporting period. 

2. New policies written during the reporting period. 

3. Policies voluntarily terminated by the insured. 

4. Policies terminated by the insurer under the provisions of Section 3425(b) or 
(c) of the Insurance law. 

5. Policies terminated by the insurer which were not made under the provisions of 
Section 3425 (b) or (c) of the Insurance Law. 

6. Books of business transfenred in from another insurer. 

7. Books of business transferred out to another insurer. 

8. Net policies transferred between counties or zip code. 

9. Policies in force at the end of the reporting period. 

1 0. Number of producers authorized to service policies on behalf of the insurer at 
the start of the reporting period. 

1 1 . Number of producers authorized to service policies on behalf of the insurer at 
the end of the reporting period. 

This information must be submitted to the Insurance Department thirty 
days after the end of each calendar quarter for each county in the state and for zip codes 
of designated geographical areas. Since this report must be submitted to the Governor 
and the Legislature on or before February 15, 1998, the Department was able to analyze 
data only through the calendar quarter ending September 30. 1997. 
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STATE OF NEW YORK 
INSURANCE DEPARTMENT 

25 BEAVER STREET 
NEW YORK. NEW YORK 10004 



February 1, 1998 



To Governor George E. Pataki and Members 
of the New York State Legislature 



In accordance with Chapter 66 of the Laws of 1997, I hereby submit the Report of 
the Temporary Panel on Homeowners' Insurance Coverage. 

The first meeting of the panel took place on October 23rd. Subcommittees 
subsequently met and the panel heM full nieetings on November 5th. December 
4th. January 8th and January 21st. The members are all experienced, 
knowledgeable insurance people. They were assisted by staff from trade 
associations, the New York Property Insurance Undenvriting Associatk>n and the 
Insurance Department. 

I woukj like to thank the members of the panel for the time and energy they have 
devoted to assembling this comprehensive report. 



Sincerely. 




Neil D. Levin 

Chair. Temporary Panel 



http://www.ins.8tate.ny.us 
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Executive Summary 

state of the Market Subcommittee 

• The State of the Market Sutxx>fnmrttee was formed to examine historical events and 
trends relating to homeowners insurance, analyze the cun^ent market and offer 
recommendatbns to enhance the availability and affordability of homeowners' 
insurance in New York State. 

• Up until the early 1990s, homeowners insurers tended to overtook geographic 
concentration of risk when writing business in New York State. Fortunately, 
however, the latter half of this century has been a relatively inactive perkxJ for 
hurricanes in the New York area. As a result, insurers whose risks were overly 
concentrated in shoreline areas suffered no significant financial penalty. 

• The availability of homeowners insurance in coastal communities reached its low 
point in the mid-1990s and is now expanding. The New York Property Insurance 
Underwriting Associatk)n (NYPIUA). New York's insurer of last resort, reports 
declines in new residential policies in all seven of New Yoric's coastal counties 
between 1996 and 1997. indicating an increase in writings in the voluntary maricet. 

• Availability problems still affect new business in areas located within 1,500 feet of 
coastal waters in Long Island and parts of New Yoric City. 

• NYPIUA should be made permanent and be authorized to use catastrophe 
deductibles comparable to those in use in the voluntary maricet. 

• Hurricane deductibles and appropriate "buy-back" options shouM be approved for 
every homeowners insurance policy to enhance availability. 

Mitigation Subcommittee 

• The Mitigation Subcommittee was formed to evaluate the cun^ent status of the 
mitigatk>n effort and to help klentify pubUc and private actk>ns that can help mitigate 
catastrophe risk in the future. 

• New Yortc State needs to establish a unifonn bulMing code. This is a critical step 
toward a successful mitigation effort. 

• Actbns by homeowners to mitigate k>sses couM translate into bwer rates, k)wer 
deductible optk>ns and greater availability. 
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• At the local and state level, there are incentives-such as exempting the value of any 
mitigation-related improvements to one's home from property tax increases-that 
could be used to encourage property owners to mitigate against future loss. 

• Insurance companies need to establish and promote mitigation efforts. 

• Mitigation efforts should also be recognized by financial institutions providing loans 
witti loss-mitigated properties as collateral. 

Capital Markets SubcommM»e 

• The Capital Markets Subcommittee was fbmned to explore various non-traditional 
mettiods of funding catastrophic risk. Capital market funding of catastrophic 
exposures may take many fonfns. including securitization: options, futures and 
swaps; capital and surplus notes; and Ik^uidity facilities provMed by commercial 
banks. 

• Capital martcets funding for catastrophic k>ss is a developing martcet. Recent deals' 
involved the transfer of hurricane risk and earthquake risk. 

• The IkiukJity of the martcet for catastrophe-linked securities will devek>p as more 
sizable transactions are completed and a secondary martcet in such securities 
develops. 

• The U.S. Treasury needs to address several income tax issues to enhance the 
efficiency of catastrophe-linked debt securities. Most notably, investment retums 
from such securities should not be subject to a corporate "entity lever tax. 

• The capital maricets are far more attractive to investors than public sector 
catastrophe funds, primarily due to the fact that public sector funds tend to 
concentrate, rather than geographically diversify, risk. 

• The Insurance Department is seeking legislation to permit property/casualty insurers 
to issue capital notes. 

• The Insurance Department should woric with the insurance, banking and investment 
banking communities to develop private sector mechanisms for risk transfer and risk 
management. 
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TEMPORARY PANEL ON HOMEOWNERS' INSURANCE COVERAGE 

Preface 

This report is submitted pursuant to Section 4 of Chapter 66 of the Laws of 1997. which 
directed the special advisory panel established pursuant to Section 12 of Chapter 42 of 
the Laws of 1996 to make an additional report to Governor Pataki and the Legislature 
on the problems affecting the availability and affordability of homeowners insurance in 
New York State. 

In accordance with the Legislative requirements, the Panel consisted of fourteen 
nrtembers. including the Superintendent of Insurance, who chaired the Panel. Pursuant 
to the originating 1996 statute. Governor Pataki appointed three members, as dki the 
Temporary President of the Senate, and the Speaker of the Assembly. In addition, the 
Minority Leader of the Senate and the Minority Leader of the Assembly appointed two 
nrtembers each. Within the New York State Insurance Department (the Department), an 
intemal task force was fonned to assist and coordinate the Panel's activities. The 
nrtembers of the intemal task force, chaired by Deputy Superintendent Marie L. Gardner, 
were Wayne Cotter, Janet Glover. Elise Liebers. Kathleen McQueen. Maurice 
Morgenstem. and Michael Moriarty. 

The Superintendent wishes to thank the following indivkiual members of the Panel for 
their participation and generous contribution of time and effort in helping to accomplish 
the Panel's mission: 



John R. Cashin 
John P. Ecker 
Jeffrey Greenfieki 
Howard I. Honig 
John B. Johnson 
Shelly H. Kozel 
Marie Kriss. Esq. 
Peter Lefkin 
DavkJ G. Nadig 
Daniel Robinson 
James E. Ryman 
George D. Yates 
Steven Wietlisbach 



Willis Faber North American. Inc. 

John Ecker, Inc. 

NGL Group. LLC 

Honig Insurance Agency. Inc. 

Johnson & Johnson Agency. Inc. 

Lezok. Ltd. 

Kriss. Kriss & Brignola (Alliance of American Insurers) 

Fireman's Fund Insurance Co. 

Allstate Insurance Co. 

New Yortc Central Mutual Fire Insurance Co. 

State Farm Insurance Co. 

Dayton & Osborne 

Travelers Insurance Co. 



48-232 98 6 
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The following report was prepared by the Temporary Panel on Homeowners' Insurance 
Coverage. The Temporary Panel is comprised of thirteen members appointed by 
Governor Pataki and various members of the New Yortc State Legislature. Although 
this report was prepared pursuant to meetings conducted in the New York Insurance 
Department's offices, and this report was published by the Department, the report is not 
an offKial publnathn of the f4ew York State Insurance Department. It is the fixSngs 
and opink)ns of the thirteen appointed members of the Temporary Panel, and not those 
of the Insurance Department, which are reflected herein. Thus, this report shoukt be 
viewed as the work product of the Temporary Panel on Homeowners' Insurartce 
Coverage and not of the Insurance Department. 

In preparing this report, the Panel met in plenary session five times. At the PaneTs 
Initial meeting, the Superintendent directed that three sut)Oommittees be fonmed to 
study various aspects of the problem in detail: the State of the Maricet Sut)commlttee. 
the Mitigation Sut>committee. and the Capital Martcets Subcommittee. The State of the 
Maricet Subcommittee addressed martcet conditions, trends in the marketplaoe and 
policy coverage issues. The Mitigation Subcommittee studied nneans of educating and 
providing information to consumers on risk management and general insurance topics; 
means of improving construction standards and building codes to minimize property 
damage; and other measures that can be taken to prevent or amefiorate damage from 
natural disasters. The Capital Martcets Subcommittee studied nneans for financing the 
costs of catastrophes. Expanded reinsurance optk>ns. securitizatkm of insurance risks, 
tax policy, and other legislative optkHis were among the issues to which it addressed its 
attention. 

Members of the Panel served on the subcommittees, which also included non-Panel 
members. (Subcommittee n)emi>ers are listed in the appropriate sectk>ns of this 
report.) The Panel's report is comprised of the reports prepared by each of the three 
subcommittees and an analysis of recommendatkMis made in the prevknis report. 



OVERVIEW 

Homeowners insurance has been an affordable, readily available, and profitable line of 
business virtually since its inceptk>n. tts roots can be traced to the years innmediately 
following Wortd War II. As an insurance product, it represents a dassk: example of 
innovation and of the industry's response to competitive forces and the needs of the 
maricet. It was a crucial element in the development of suburt>an communities 
throughout the country. 

As large numbers of urban apartment dwellers migrated to newly developed housir^g in 
rural areas adjacent to major cities, appropriate insurance coverage to protect these 
new property owners' major investments ~ their homes - t>ecame a necessity. Up to 
that time, the insurance industry was largely organized as monoline companies. 
Property insurers could not insure casualty tines, and casualty insurers couki not insure 
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property. Homeowners needed both property insurance for perils such as fire, and 
casualty insurance that covered liability for torts. In order to help insurers meet those 
needs in an economical manner, laws governing the charters of insurers were relaxed 
to allow insurance companies to become multi-line carriers. Multi-tine insurers 
developed the homeowners package policy in order to offer coverage against several 
perils at a lower cost, enabling property owners to purchase all of the coverage to meet 
their needs more conveniently and less expensively. 

Homeowners insurance has remained a profitable line for insurers in New York. The 
open competitive rating law that was enacted in 1970 has fostered a stable rate 
environment along with gradual expansion and liberalization of coverage. (For 
example, guaranteed replacement cost coverage has become a common feature of 
many homeowners insurance policies as insurers have responded to competitive 
market forces.) However, the effects of losses elsewhere have been far reaching. 
Insurers that have experienced extensive tosses in other coastal areas have moved to 
reduce the concentration of their business in New York's coastal areas as well. In 
addition, the cost of catastrophe reinsurance has increased substantially. 

In recent years, natural disasters occuning in various regions of the United States have 
caused insurers to reassess their homeowners insurance underwriting practices 
throughout the nation. Though hurricanes Hugo. Andrew, and Iniki, and earthquakes in 
Califomia, occurred far from New Yortc. they served to draw the insurance industry's 
attention to the potential havoc a single inckJent can wreak in any area where policy 
writing is concentrated. Media attention and advances in meteorological science have 
tumed relatively normal weather phenomena such as El Nifio into occasbns for 
speculating on their potential effect on insurers' profitability. As a result, though an 
Andrew-like hunicane has yet to hit New Yortc shores, many insurers have reduced the 
number of policies they are willing to issue on properties located atong New Yoric's 
coastal areas. 

Insurers' actkHis have folk)wed their analysis of the Probable Maximum Loss, a 
calculatkHi of the greatest amount of insured tosses an insurer wouM incur if the worst 
possible storm hit a specified geographical area where it is writing homeowners 
policies. Some insurers, based upon the concentratk>n of exposure and what they have 
already experienced in areas hit with large k>sses. have determined that a severe 
hunicane in a coastal regk>n of New Yortc wouki result in k>88e8 beyond their capacity 
to absorb. As a consequence, these companies have reduced their overall writings in 
Long Island by declining to issue new policies, non-renewing policies on properties 
k>cated within 1,000 feet of the shore, or by reducing their producer force in some 
coastal areas. 
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GQVERNMEMT RESPONSES 

The states have responded to the homeowners insurance problen) in various ways. 
States such as California and Florida, which have experienced actual catastrophe 
losses and are prone to earthquakes and weather-related disasters regulariy. have had 
to address these issues in an acute crisis atmosphere. In contrast. New Yoik has been 
forced to respond to problems that are due largely to the anticipation of potentially 
disastrous effects that have as yet not materialized. However, that potential is serious, 
because New Yortc's coastal areas are densely populated and highly developed, with 
homes that are more costly than those located in inland regions. 

Upon assuming office, Govemor Pataki reviewed the situatkm faced by the State's 
coastal resklents. Recognizing that free martcet initiatives offer the best opportunity to 
achieve an effective and lasting solutkHi, Govemor Pataki stressed the importance of 
participatk>n of the voluntary insurance martcet in a coordinated program of response. 
The State's efforts to address the probfem were renewed and strengthened. 

New Yortc's response encompasses a combination of regulatory and legislative 
initiatives. The Department established the Coastal Martcet Assistance Reference 
Tabfes, or C-MART. to provkje, via a special telephone^ hotline, the names and phone 
numbers of insurance companies that had indicated a willingness to insure risks in 
proximity to the shore. The Coastal Martcet Assistance Program (CMAP) was 
established, consisting of a voluntary networic of insurers and producers to assist 
homeowners reskiing in coastal areas in obtaining insurance. Special deductibles 
applicable only to the windstorm peril were approved for some insurers as a means of 
encouraging them to continue to insure properties along the coast. 'Wrap-around" 
policies consisting of property coverage provided by the New Yoric Property Insurance 
Underwriting Association (NYPIUA) and liability protection by a voluntary insurer were 
approved. 

In addition. Govemor Pataki signed into law legislation permitting insurers to file multi- 
tier rating programs for homeowners insurance, and to strengthen requirements 
providing for the minimization of martcet disruptions when insurers seek to withdraw 
from the homeowners insurance martcet. 

FINDINGS QF THE 1996 TEMPORARY PANEL 

The Temporary Panel's first report, submitted to Govemor Pataki and the Legislature on 
October 1, 1996. studied the measures implemented in response to the problem. ak>ng 
with actions taken by other states; the means of providing for the financing of 
catastrophes; and other intermediate and long term alternatives. The eartier report's 
recommendations and analysis of subsequent events are contained in the Appendix to 
this Report. 
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APPITIONAI RFP^'^T BV THE SUPPffifJTFMngMT of INSURANCE 

In addition to the establishment of this Temporary Panel. Chapter 42 of the Laws of 
1996 required the Superintendent to study and report upon the market dynamics of 
homeowners insurance and policies written, non-renewed or canceled in designated 
regions of the State, in order to assist Governor Pataki and the Legislature in 
addressing the problem. The Superintendent's report, which was submitted on 
February 15. 1997. discussed the causes of the problem and the various measures 
described above that have been implemented in response to it. and analyzed other 
relevant issues and possible solutions. Pursuant to Chapter 66 of the Laws of 1997. 
the Department is currently preparing the next report due on February 15. 1998. 
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Recommendations of 
the Temporary Panel on Homeowners' Insurance Coverage 

The Panel makes the following non-prioritized recommendations: 

Recommendations Related to Market Conditions 

• Hurricane deductibles. The Insurance Department and insurers should promote 
more consumer education efforts so that policyholders will understand that with 
higher deductibles they are assuming a greater exposure than before: 

• The nature, amount and triggering events of deductibles should be 
prominently and cleariy presented to the insured. 

• Percentage deductibles should also be expressed in dollar amounts like 
traditional deductibles, so that consumers are aware of the full extent of their 
exposure. 

• Where the deductible applies to one or more "coverage parts." these 
coverages shouki be explained, not just referred to as "Coverage A." etc. 

• Also, the nature and location of the triggering event shouki be cleariy 
explained. 

The Insurance Department's standards for approving deductibles for hurricane 
losses should include: 

• clear, prominent display of the dollar amount (as well as the percentage) of 
the deductible on the face of the policy; and 

• clear, prominent explanation of the triggering event. 

• Hurricane deductible triggers. Panel members (except one) agree that humcane 
wind deductible trigger events should be measured solely by: 

• maximum one-minute sustained wind speed at a defined altitude. 

• occurring within a named humcane, and 

• not by storm surge or barometric pressure measurements. 

The Panel members were equally divided on whether triggering events shouki be 
named hunicanes with wind speeds in excess of 95 mph (Category 2). thereby assuring 
that deductibles apply only following catastrophic events. 
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Hurricane deductible buy-baclts, new coverage options. Companies should be 
encouraged to compete in offering buy-back options to their policyholders who 
undertake significant mitigation steps, and in developing new insurance products 
designed to provide coverage for another insurer's deductible. 

Joint participation on high value homes. The Insurance Department should work 
with the industry to find ways to encourage more than one insurer to participate 
jointly in insuring high value homes. Also. CMAP should consider awarding CMAP 
credits for participation on this basis. 

NYPIUA authorization. NYPIUA's legislative authority should be made permanent 
in order for it to facilitate liquidity in the event of a catastrophe. 

Computer modeling. The Department should consider pennitting modeling to be 
used by insurers as another acceptable actuarial technique for the development of 
appropriate rates and deductibles. It shoukJ consider permitting specific models to 
be submitted for examination by the Department in support of rate and deductible 
filings. 

Some Panel members believe the Insurance Department should consider minimum 
standards for the models used, such as the historical relevance in New York of 
wind-speed assumptions. Other members feel that a standard of reasonableness is 
implied in the examination by the Insurance Department of the models and that 
formal standards should not be set. 

The Coastal Market Assistance Program (CMAP). CMAP should extend its 
consumer education efforts and coordinate with the Insurance Department and 
CMAP participating companies in a wide-ranging, broadly available information 
campaign to address the public's understanding of the relationships among 
availability, affordability and loss exposure. Specifically, public awareness needs to 
be increased about: 

* the increasing prevalence of catastrophe deductibles and the need to be alert 
to changes in homeowners insurance policies which introduce such 
deductibles; 

* the nature of catastrophe deductibles, what events could trigger such 
deductibles, and the relationship of these deductibles to availability and 
affordability of homeowners coverage; 

* how a percentage catastrophe deductible translates into dollar terms, and 
whether the consumer can afford to assume this exposure to loss; 

* possible mitigation steps homeowners can take, and how such steps could 
improve the availability and affordability of their homeowners coverage. 
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The Panel also recommends that the CMAP Steering Committee shoukJ explore 
ways to encourage its participants to provide the broadest possible coverage form 
generally available in the industry to consun^ers. 

• NYPIUA deductibles. Legislation should be enacted authorizing NYPiUA to use a 
catastrophe deductible program comparable to those being used in the voluntary 
market. 

• Hurricane/catastrophe fund. A majority of the Panel opposes establishing a 
catastrophe fund. (See "^Possible solutions'* for the majority/minority position 
statements.) 

Recommendations Related to Mitigation Activities 

• Building Codes A critical recommendation of the Panel Is adopting and enforcing 
performance-based building codes and uniform building codes throughout coastal 
New Yoric and New Yoric State. Enforcement at the local level is essential. 

• Effective IMitigation Incentives There is a need for a range of public and private 
incentives to encourage homeowners (of existing homes) and home builders and 
buyers of new homes to retrofit or purchase homes which offer protection against 
the exposure of hurricane and high wind loss as well as other exposures related to 
living in coastal areas. 

* Public sector solutions should include tax incentives for mitigation of loss. 
These should include exemption from real estate tax assessments on 
improvements and real estate tax reductions to reflect the value of mitigation, 
sales tax incentives for approved or certified retrofitting of existing homes, 
and income tax credits for purchasing or retrofitting existing homes. 

* Requiring a certain wind resistant perfonmance standard before coverage 
would be available in the New Yortc Property Insurance Underwriting 
Association remains a public incentive for mitigation that could be transferred 
to private sector insurance in teniis of encouraging underwriting along the 
coast or undenArriting with varying maricet deductibles or premium credits. 

* An economic strategy should be put into effect by insurers to ensure that 
mitigation is a reasonable and economical choice for the coastal homeowner, 
buyer, or builder. 

• Coordination at the State Level Government activities in the area of mitigation 
should be coordinated, along with the mitigation resources of insurers, financial 
institutions and the private sector (e.g., home building suppliers selling materials and 
products to retrofit existing homes). 
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• Research and Development 



• Access to and support of research and development of building products and 
techniques should t>e encouraged. 

• A consistent means to evaluate the beneficial impact of mitigation actions and 
their cost to the consumer needs to be implemented. 

• Development of cost-effective and damage reducing building products and 
techniques for new construction and retrofitting to existing structures should be 
tailored to the specific risk's characteristics. 

• A standard means of measurement using computer modeling and expert 
opinion can determine risk of loss for the individual property and for the 
community as a whole and the cost/benefit of taking mitigation actions. 

Awareness All the stakeholders, beginning with the property owner, need to be 
made aware of the risk of bss for each location and what can be done to lessen it. 
Public awareness campaigns to convince property owners that mitigation is the right 
thing to protect their families, their possessions, and their community can be 
developed. Pamphlets and other materials should be produced to describe the risk, 
including a general assessment for the individual and for the community in which 
they live. 

Education In addition to buikJing an awareness of the threat, there is a need for all 
the stakeholders to know where and how to build structures, given the risk of loss 
from likely natural hazards. Understanding the reasons for mitigating and the impact 
of taking action are important parts of the education process. 

• Education shouM be targeted to the stakeholders, consumers and their 
children, builders and inspectors, insurers and reinsurers, and regulators and 
others sworn to uphold the public's trust. 

• Educational material could include "how-to" guides on where to build and how 
to build new or strengthen existing structures to withstand loss. 

• Educational efforts could also be directed to the benefits and costs of taking 
alternative mitigation actions, the various methods of financing mitigation 
action. Identifying intangible benefits of mitigation to the owner and occupants, 
and mitigation's impact on availability and affordability of homeowner 
insurance in hurricane-exposed regions. 
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STATE OF THE MARKET SUBCOMMITTEE REPORT 

Panel Members: 

Shelly H. Kozel. Lezok Ltd.. Chairman 

Jeffrey Greenfield. NGL Insurance Group 

Mark C. Kriss. Esq.. Alliance of American Insurers 

Peter A. Lefkln. Fireman's Fund Insurance Cos. 

DavkJ Nadig. Allstate Insurance Co. 

George Yates. Independent Insurance Agents of Suffolk County 

Advisors: 

Joseph Calvo. New York Property Insurance Undenvriting Association 

Marsha Cohen. Reinsurance Association of America 

Eric Gokit)erg. American Insurance Association 

Douglas Joseph. State Farm Insurance Co. 

Ellen D. Kiehl. Professional Insurance Agents of New Yorit State 

i. Purpose of the Subcommittee 

The State of the Maricet Subcommittee of the Temporary Panel on Homeowners 
Insurance was organized on October 23. 1997 to study the homeowners insurance 
martcet in coastal areas of New Yortc State. 

The Subcommittee was charged wKh examining: 

• historical events and trends; 

• current market status, including any maricet conditions which cun-ently 
present problems for consumers, the insurance industry and/or the state's 
official policymakers: and 

• possible solutk>ns to such problems. 

Finally, the Subcommittee was charged with formulating recommendations and 
presenting them to the full Panel for inclusion in the report mandated by Chapter 66 of 
the Laws of 1997. 

It is the consensus of the Subcommittee that, overall, maricet availability has improved 
greatly since the first report of the Temporary Panel was issued in October 1996. 
However, problems remain for certain properties. These problems, possible solutk>ns 
and recommendatk>ns are discussed bek>w. 
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II. History of Homeowners Insurance Market Conditions in New 
Yorl(*s Coastal Areas 

A. Unprecedented natural disaster losses require reassessment of homeowners 
insurers' exposure 

Reassessment of financial exposure. Starting with Hurricane Andrew, which 
devastated south Florida in 1992. a process of reevaluation and readjustment began. 
This process affected coastal homeowners insurance markets from the Gulf of KAexico 
through New England, including coastel markets in New York. 

Hurricane Andrew, with about $15.5 billk>n in insured losses, together with a spate of 
other natural disasters including Hunicane Iniki (1992. $1.6 billk>n) and the Northridge. 
California earthquake (1994. $12.5 billion), alerted property insurers and their regulators 
to reexamine traditional assumptions and methods used in calculating insurers' financial 
exposure from natural disasters. 

As insurers undertook their reassessments, many began to realize that their true 
exposure was greater than previously thought: in some cases, companies found that 
their exposure was unacceptably high. This realizatk>n, whk:h also implied that 
corrective action was needed, posed problems for insurance company decision-makers, 
who are accountable to policyhokiers and investors for sound financial management. A 
slightly different set of problems faced insurance regulators, who are accountable to the 
publk; for protecting insurer solvency; for assuring that premiums are neither 
inadequate, excessive nor unfairiy discriminatory; and for preventing disruptive maricet 
conditions. 

Throughout this process. New Yortc's insurance regulators have taken the general 
position that insurers' exposure in New Yoric's coastal areas resulted from a long, 
gradual build-up of insured value and market share; and that sudden, disruptive market 
actions would be an unacceptable corrective approach. At the same time. New York 
policymakers have taken a series of steps designed to help insurance companies 
adjust their coastal exposures to appropriate levels over time, while maintaining 
availability and affordability of homeowners insurance coverage. 

To understand these steps and how each has contributed to the readjustment process 
and current maricet status, a brief look at the nature of homeowners insurance is in 
order. 

What is homeowners insurance? "Homeowners insurance" contracts are "package" 
policies that bundle together several different kinds of insurance protection for a single 
premium. The major coverage components protect against damage, disappearance or 
destruction of the policyholder's property ("property coverage"); and provkie legal 
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defense and funds to pay claims if the policyholder injures someone or damages their 
property fhability coverage"). 

In recent decades, homeowners insurance coverage has been so widely and 
economically offered that most property owners have taken its availability for granted. 
However, prior to the development of the "package" policy as a mariceting strategy and 
policyhokier convenience, these separate kinds of insurance were available under 
separate policies, from separate companies. Property coverage generally was inferior 
to the levels provided in today's homeowners contracts. For example, fewer hazards or 
"perils" were insured against, and the policy paki only for the maritet value of the 
buikiing and/or contents, not the cost of replacing them. As more enhancements were 
added to the homeowners package over time, some analysts believe that insurers did 
not adequately conskler the overall exposure they were assuming and price their 
products accordingly. 

Historical underwriting trends. Historically, the major peril conceming householders 
and property Insurers was fire. Property insurance undenvriters carefully tracked the 
k)cation of the buildings they insured, avoiding insuring adjacent houses or several 
structures in the same bbck. for fear of sustaining large losses from a single 
conflagration. 

As modem heating and lighting methods reduced the frequency of house fires, and as 
the homeowners package replaced "fire" policies, underwriters shifted away from their 
former focus on "mapping." Now a return to this undenArriting focus on the geographic 
spread of risk, updated with modem computer technology, has helped homeowners 
insurers reassess their actual coastal exposure in recent years. However, these 
technkiues. and the corrective actions their findings have implied, have not been 
without controversy. 

In New Yortc State, as elsewhere along the Eastem seaboard, a relatively inactive 
period for tropical stomns throughout the latter half of this century minimized the 
finandal penalty for insurers' inattention to geographic concentration of risk. At the 
same time, the state experienced unprecedented development in coastal areas and 
skyrocketing maricet values for homes built desirably close to the views and recreational 
opportunities of open water. These trends contributed to an explosion of insured 
property value k)cated "in hami's way." i.e.. in the path of coastal windstomis. 

In the absence of actual catastrophic storms, and in view of the historical profitability of 
the homeowners product, insurers are thought by some to have concentrated more on 
gaining martcet share than on maintaining a prudent geographic distribution of risk. At 
the same tin^e. keen competition drove down profit margins. According to Michael 
Walters of Tillinghast-Towers Penin (an actuarial firm), in states that had not 
experienced much k>ss in the past 30 years, "insurers had lapsed into storm amnesia or 
engaged in wishful thinking that current buikiing codes had solved the problem." 
Humcane Andrew provkJed the wake-up call. 
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Solvency, financial rating concema. It is well known that a property-casualty unit 
affiliated with one of the country's best-known insurer groups woukl have failed 
following Hunicane Andrew without a cash infusion from its parent. Other insurers dkl in 
fact go under. These insolvencies resonated not just with other insurance companies 
and regulators, but with the organizatk>ns that are supposed to predict such problems. 
As a result, insurers have seen an increasing emphasis on geography by the firms that 
evaluate and rate the financial strength of insurance companies. (Walters' comntent. 
quoted above, appeared in the weekly publication of a well-known rating firm. A.M. 
Best.) 

One function of rating organizations is to assign an insurer a simple "rating" value 
(usually expressed as a letter or letters), a value that represents the outcome of a 
complex analysis of the company's financial picture. Insurance companies zealously 
protect their ratings, which affect their public image and polk:yhokler/$harehokter 
confidence. The rating firms' scrutiny as weH as the financial concerns of insurers' 
investors and management have caused homeowners insurance companies to 
undertake market readjustment actions in coastal areas. 

Impact in New York Stat». Actions taken by insurance companies to adjust their 
exposure can take several fonns. The major types include: 

• insure fewer homes in coastal areas; 

• receive premiums which adequately reflect catastrophe risk; 

• have property owners share the catastrophe risk; 

• find traditional or non-traditional business partners to share catastrophe risks; 
and 

• encourage public and private actions to mitigate catastrophe risk. 

These last two areas are the focus of the Panel's Capital Martlets and Mitigation 
Subcommittees, respectively. The Maricet Condition Subcommittee will focus primarily 
on the remaining three types of action, each of which can impact the availabili^ and/or 
affordability of homeowners insurance coverage, which are the "maritet conditions" that 
most concern consumers and public policymakers. In addition, the Subcommittee will 
look at certain risk-funding options which would require state action to establish (see 
"Possible Solutions," below). 

B. New York's availability rebounds from mid-decade problems 

There are two basic techniques for Insuring fewer properties in coastal areas: cut back 
or eliminate new business writings (and let attrition reduce exposures over time); or 
begin to drop existing customers. 

Either of these strategies can occasion public concern, by making new coverage harder 
to find or by requiring people to find a new insurer. In the long run. however, it can be 
sound public policy to allow insurers to find their comfort level in the mari<etplace and 
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spread the risk to a greater number of insurers. For example, Florida's Academic Task 
Force on Hum'cane Catastrophe Insurance found that Florida's homeowners market 
problems have been magnified because of market concentration in a small number of 
insurers and said that a diverse, unconcentrated market would be more stable. (New 
York's market never reached the concentration levels experienced in Florida.) 

Figures compiled by the New York Insurance Department, (hereinafter "the Insurance 
Departmenf*), reflecting data from "admitted"~i.e., New York licensed-insurers writing 
in excess of 95 percent of the statewide homeowners insurance market, suggest that 
this process is underway in New York State. (See "A Special Report to the Governor 
and the New York State Legislature on a Study of Market Dynamics of Homeowners 
Insurance Policies Written. Canceled, or Nonrenewed in Designated Geographic 
Areas," Feb. 15, 1997; hereinafter "Market Dynamics Report"). 

The following table compares the numbers of homeowners policies in-force on Long 
Island for the 10 homeowners insurers writing the most policies there as of year-end 
1992, with the number of policies written by these insurers as of June 30, 1996, and as 
of September 30, 1997: 





Year-end 






% Change 


% Change 


Company 


*92 


6/30/96 


9/30/97 


92 to 96** 


96 to 97- 


Allstate 


204.162 


151.741 


145.502 


-26% 


-4% 


State Farm 


107.258 


126.825 


133,797 


+18% 


5% 


Aetna' 


54.684 


35.698 





-35% 


-100% 


Hartford 


26.093 


29.214 


31,797 


+12% 


9% 


Travelers* 


24.656 


14.709 


49,030 


-40% 


233% 


General Accident 


23,956 


14.675 


10.914 


-39% 


-26% 


Royal 


21.510 


17.892 


15.033 


-17% 


-16% 


Metropolitan 


17.828 


19.138 


20.483 


+7% 


7% 


American/Hanover 


17.464 


12.033 


9.199 


-31% 


-24% 


Prudential 


13.592 


15.311 


14.360 


+13% 


-6% 



Total 



511.203 437.236 430.115 



-14% 



-2% 



* Aetna's homeowners business was acquired by the Travelers. Figures for 

1997 are combined with those of the Travelers. 

** The exact dates are 12/31/92. 6/30/96 and 9/30/97. 

Overall, these 10 insurers covered 81,088 fewer Long Island homes as of September 
30. 1997 than they had at year-end 1992. Reductions in homeowners business for 
these and other homeowners companies resulted from a combination of changes In 
market posture. 
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NYPIUA maintains adequate resen/es to pay claims in non-catastrophic situations. In 
the event of a catastrophe causing NYPIUA's losses to exceed its immediately available 
assets, there could be a delay in paying NYPIUA claims if it needed to use its authority 
to assess NYPIUA memt)er companies. 

A related issue is the ability of NYPIUA to engage in borrowing. Theoretically, NYPIUA 
could borrow funds to pay its claims more quickly in these circumstances. In practice. 
NYPIUA is hindered from doing so by its lack of legislative pemnanence. The 
Subcommittee determined that this is a significant reason why the Panel shoukJ again 
recommend that NYPIUA be made a pemianent resklual market like the New York 
Automobile Insurance Plan. 

NYPIUA dwelling policy trends. NYPIUA's original writings peaked in 1971-72 at just 
over 180.000 policies, then decreased rapidly to around 100,000 policies throughout 
the period 1976-1988. Then NYPIUA's policy count again fell off. to a tow of about 
66,000 in 1992. At about this time. NYPIUA began to see a change in the proportion of 
habitational (dwelling) risks it insured (as compared to its commercial policies), with 
habitational risks increasing from 68 percent of NYPIUA's total policies in 1990 to 78 
percent by the end of July, 1995 ("NYPIUA Expansion" report, p. 5). 

Here is a look at NYPIUA's habitational writings (policies in force) for coastal counties 
(Source: 'Trends in Coastal Dwelling Insurance Writings by the New York Property 
Insurance Undenvriting Association." prepared by the NYS Senate Insurance 
Committee based on data provided by NYPIUA): 

Year-end NYPIUA Habitational Policies In-force 
County 1993 1994 1995 1996 1997 



Bronx 


2.939 


2.981 


3,165 


3.439 


3.579 


Kings 


15,558 


15.400 


16.128 


17.210 


17.721 


Queens 


4,566 


5.163 


6,635 


8.698 


9.885 


Richmond 


618 


761 


1.064 


1.440 


1.674 


Westch'r 


428 


442 


534 


651 


711 


Nassau 


1.079 


1.528 


2,597 


4.282 


5.333 


Suffolk 


4.483 


5,360 


7.152 


9.477 


10.953 



Total 29.671 31.635 37.275 45.197 49.856 

A comparison of these figures to those of the Market Dynamics Report (and updated by 
the Insurance Department through September 30. 1997) suggests that K woukJ be 
inaccurate to assume that property owners who tose their homeowners insurance aH 
have turned to NYPIUA. For one thing, approximately 136,000 fewer homeowners 
policies were written by Ircensed New York companies at the end of the third quarter of 
1997 than at year-end 1993 in the seven coastal counties. However, there were only 
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reduce its homeowners policies to submit a plan of orderly reduction for advance 
approval by the Insurance Department. The plan must detail how the reduction will be 
accomplished in a manner that minimizes market disruption. The Departnf)ent's 
interpretation of this law was set forth in Circular Letter 10 (1996) and in the 
promulgation of Regulation 154 on June 25, 1996. The regulation also requires 
quarterly reporting of homeowners policy data to the Insurance Department for 
designated geographic areas of the state. These provisions were extended through 
AprH 30. 1 998. by Chapter 66. Laws of 1 997. 

As of January 29. 1998. the Department had received and approved only four 
withdrawal plans covering a total of approximately 7.800 insureds, most of whom were 
offered comparable coverage by other insurers. Although the criteria for actions 
requiring the filing of a plan are based on statewide net policy reductions, it is possible 
that this provision has helped stabilize the coastal insurance marketplace since its 
adoptk>n. (An earlier law. Chapter 683. Laws of 1994, which is not subject to "sunset** 
[expiratk>n] provtsk>ns. empowers the Superintendent of Insurance to declare a 
temporary moratorium on terminations of homeowners policies in any area of the state 
where a state of emergency has been declared due to disaster or catastrophe.) 

The role of NYPIUA in the atate'a property inauratice market The New York 
Property Insurance Underwriting Association (NYPIUA) was organized in 1968. under 
Article 54 of the Insurance Law. NYPIUA, like similar organizations in other states, was 
established at a time when dvil unrest had caused market conditions that left urban 
resklents unable to secure bask: property insurance. 

NYPIUA is a joint underwriting associatk)n provkJing basic property insurance. It is 
made up of all insurers writing direct fire and extended (property) coverage in New Yori( 
State. These companies participate in the expenses, profits and losses of NYPIUA in 
proportkHi to their statewkle market share for these lines. Around two percent of the 
state's reskJential properties are insured by NYPIUA (compared to the over 15 percent 
of personal autos insured in the New Yori( Automobile Insurance Plan). 

NYPIUA currently is provkJing a certain amount of coverage for property owners who 
have tried, but failed, to secure a homeowners policy. For example, the Department 
has issued guklelines alk)wing voluntary maricet insurers to coordinate their policies 
with NYPIUA'8 to approximate the coverage package available in a homeowners 
contract. (This coordinatk>n is known as the "wrap-around" approach; see the 
Temporary Panel's Oct. 1. 1996 report, page 3 for details.) However, there is not an 
exact numerical oorrelatk)n between the decrease in voluntary maricet homeowners 
polk:ies written by admitted canriers (as reflected in the Maricet Dynamk» Report) and 
the increase In dwelling policies written by NYPIUA. 

MYPIUA'm leqimlativa authorization Currently. NYPIUA's legislative authorizatk>n is 
slated to expire as of April 30^ 1998. Periodically, this authorization sunsets, sometimes 
preventing NYPIUA from accepting new applicatk)ns until its mandate is renewed. 
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NYPIUA maintains adequate resen/es to pay claims in non-catastrophic situations. In 
the event of a catastrophe causing NYPIUA's losses to exceed its inunediately availat>le 
assets, there could k>e a delay in paying NYPIUA claims if it needed to use its authority 
to assess NYPIUA memt)er companies. 

A related issue is the ability of NYPIUA to engage in t>orrowing. Theoretically. NYPIUA 
could t>orrow funds to pay its claims more quickly in these circumstances. In practice. 
NYPIUA is hindered firom doing so by its lack of legislative pemnanence. The 
Subcommittee detemnined that this is a significant reason why the Panel shoukJ again 
recommend that NYPIUA be made a pemianent reskJual market like the New York 
Automobile Insurance Plan. 

NYPIUA dwelling policy trends. NYPIUA's original writings peaked in 1971-72 at just 
over 180.000 polk:ies. then decreased rapkJIy to around 100.000 policies throughout 
the period 1976-1988. Then NYPIUA's policy count again fell off. to a k)w of about 
66.000 in 1992. At about this time. NYPIUA began to see a change in the proportk>n of 
habitational (dwelling) risks it insured (as compared to its commercial polk^ies). with 
habitational risks increasing from 68 percent of NYPIUA's total polk:ies in 1990 to 78 
percent by the end of July. 1995 fNYPlUA Expansion" report, p. 5). 

Here is a look at NYPIUA's habitatk)nal writings (policies in force) for coastal counties 
(Source: Trends in Coastal Dwelling Insurance Writings by the New York Property 
Insurance Underwriting Association," prepared by the NYS Senate Insurance 
Committee based on data provided by NYPIUA): 

Year-end NYPIUA Habitational Policies In-force 
County 1993 1994 1995 1996 1997 



Bronx 


2.939 


2.981 


3.165 


3.439 


3.579 


Kings 


15.558 


15.400 


16.128 


17.210 


17.721 


Queens 


4.566 


5.163 


6.635 


8.698 


9.885 


Richmond 


618 


761 


1.064 


1.440 


1.674 


Westch'r 


428 


442 


534 


651 


711 


Nassau 


1.079 


1.528 


2.597 


4.282 


5.333 



Suffolk 4.483 5.360 7.152 9.477 10.953 

Total 29.671 31.635 37.275 45.197 49.856 

A comparison of these figures to those of the Market Dynamics Report (and updated by 
the Insurance Department through September 30, 1997) suggests that it wouM be 
inaccurate to assume that property owners who k>se their homeowners insurance all 
have tumed to NYPIUA. For one thing, approximately 136,000 fewer homeowners 
policies were written by licensed New York companies at the end of the third quarter of 
1997 than at year-end 1993 in the seven coastal counties. However, there were only 
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20.185 more habKational NYPIUA policies in-force in these counties as of September 
30. 1997. 

The Subcommittee has learned that new habitational policies written by NYPIUA in 
coastal counties reflect a falling demand for NYPIUA's residential coverage in the past 
year, further reinforcing the evidence of an improving market. 

According to figures provided to the Subcommittee by NYPIUA showing new business 
policies in-fbroe. NYPIUA's new habitational policies in-fbrce declined for all seven 
coastal counties over the period from 1996 year-end through the end of December 
1997. The declines are as shovm: 

NYPIUA New Business Habitational Policies In-force 
County 1996yr.-end 1997yr.-end change 



Bronx 


777 


699 


-10.0% 


Kings 


3.362 


2.870 


-14.6% 


Queens 


3.384 


2.847 


-15.9% 


Richmond 


636 


541 


-14.9% 


WestchY 


244 


209 


-14.3% 


Nassau 


2.139 


1.840 


-16.2% 


Suffolk 


3.159 


2.804 


-11.2% 



Total 13.757 11.810 -14.2% 

In analyzing this trend in a memorandum to the Subcommittee. NYPIUA President 
Joseph A. Calvo sakl. "While new business dwelling policies at December 31. 1997 are 
greater than as of December 31. 1995. we believe the numbers show a peaking at 
December 31. 1996 and are now in a downward trend. It is important to note that the 
downward trend in new business dwelling polk^ies to our in-fbrce is the first indk»tk)n of 
a decline since December 31, 1992. The decline in new business applications presently 
received by this Associatk)n of 8 percent in 1997 will ultimately result in renewals 
trending downward In 1998. The k>ss of renewals wiN be accelerated by replacing of 
renewals in the voluntary market as policies reach their one-year expiratk>n" (January 
12. 1998 update re NYPIUA statistk»). 

Other coverage sources: CMAP. In response to public concerns about homeowners 
insurance availability, the Insurance Department authorized a Coastal Market 
Assistance Program (CMAP) and took related steps to help affected property owners. 
Market assistance programs are temporary voluntary market agreements entered into 
by insurers, with the approval and oversight of state regulators, to address temporary 
availability problems fbr a certain type of coverage. 

CMAP. whk:h began operatk)ns on March 18. 1996. is administered by NYPIUA. 
CMAP procedures implemented a commitment by participating insurers to write an 
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additional 5.000 homeowners policies in coastal areas over a three-year period. 
Commitnfients by individual insurers are based on market share. CMAP participants 
agree to waive their existing underwriting rules regarding coastal proximity in providing 
CMAP coverage. CMAP commitments can be fulfilled either by entertaining 
applications outside companies' nomial distribution methods (the "rotation** procedure) 
or by writing additional business through normal distribution channels. 

According to figures provided to the Subcommittee by NYPIUA, demand for CMAP 
coverage through the rotation procedure has been minor (about 334 policies as of 
December 31. 1997). CMAP's overall rate of production, at 2.143 total policies as of 
December 31. 1997. has remained at only 70 percent of the production commitments 
provided for in the CMAP plan of operation, thereby reflecting a resurgence of the 
voluntary market. 

Insofar as NYPIUA's and CMAP's new applications and in-fbrce business are an index 
of availability in the voluntary market, they reflect a recent improvement of availability. 
However, as more voluntary market companies introduce hunicane deductible 
programs (see discussion below), one concern is that the NYPIUA/wrap-around 
approach will become the more attractive option and that NYPIUA applications will 
begin to increase. In general, sound public policy dictates that a residual market shouM 
not offer Xewns that are more attractive than those of the voluntary market. 

Therefore, the Subcommittee believes that NYPIUA shoukJ introduce a catastrophe 
windstomi deductible program comparable to those being used in the voluntary market. 

Other coverage aources: The excess line market. Throughout this di8CU8Sk)n. 
attention has been focused on New York's licensed homeowners carriers and the joint 
undenvriting association (NYPIUA) they support. There is an additional source of 
coverage for the exposures presented by home ownership: New York's excess line 
insurers. 

Excess line insurance companies are not licensed by New York State. Placement of 
business in these companies is strictly regulated. Because they are not directly 
regulated by New York, these companies have greater flexibility in setting their rates 
and detemiining the contract terms they offer. Also, these companies' policyholders are 
not protected by New York's insolvency guaranty fund; nor are these companies 
required to support this fund or participate in the experience of NYPIUA. 

Infomnation provkJed to the Subcommittee by the Insurance Department, based on data 
from the Excess Line Association of New York (ELANY), shows an increasing trend in 
the placement of homeowners business in excess lines companies, with $2.4 mHlkm 
(316 policies) in direct homeowners premium written in 1995 and $3.6 million (673 
policies) in 1996. 
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Historically, excess line insurers have been a resource when admitted markets are 
scarce. New York's insurance producers are using the excess line market as one more 
tool to help find coverage. While less convenient and more costly, this process does 
confirm the availability of homeowners-type coverages for even difficult-to-place risks, 
which can be accessed by resourceful insurance producers using creative techniques. 

Subcommittee'* findings reqarding market availability. The trends illustrated by the 
Insurance Department's voluntary market surveys and the NYPiUA and CMAP data 
summarized above support the consensus of the Subcommittee that market conditions 
reached their low point at about the mkJdie of the decade and are now on the rebound. 
The effect of the first market adjustment strategy, i.e.. restricting the availability of 
homeowners policies, has tumed the comer and martcet conditions have improved. 

The Subcommittee believes there are still avaijability problems affecting placement of 
new business in areas located - 1500 ft. fronri coastal waters in Long Island and the 
boroughs of New Yoric City. The remainder of this area is not experiencing an 
availability problem. Overall, maricet availability has improved greatly since the first 
report of the Panel was issued. 

Owners of high-value homes (those in excess of $500,000 - $750,000) find that many 
admitted companies which have been traditional providers of high-value homeowners 
policies have increased undenvriting restrictions and deductible requirements. Owners 
of high-value homes are more likely than others to have insurance through non- 
traditk)nal sources such as NYPIUA/wrap-around approaches and the non-admitted 
(excess line) market. Excess line companies writing high-value homeowners business 
often are non-admitted affiliates of large, financially secure insurance groups. 

C. Do New York's coastal homeowners premiums adequately protect 
policyholders? 

The second strategy by which insurers might underteke to adjust their exposure to loss 
from natural disasters, including severe windstorms, is to make sure that the premiums 
they collect from policyhokJers adequately reflect the potential costs of such a 
catestrophe. 

The average person probably believes that insurance companies shouM "save up" 
enough money left over from years when there are no catastrophes to pay claims when 
disaster strikes, much as a househokJ might lay aside money in good times for a "rainy 
day." Unfortunately, it is not so simple. 

Effect of U.S. tex policy. As discussed the 1996 Panel report (page 6), U.S. tax code 
effectively prevente insurance companies from adopting this approach. In Walters' 
discu88k)n of catestrophe rate-making cited above, {Best Week PC, Aug. 12, 1996). he 
explains the problem this way: "Because a catastrophe-free single year generates too 



Digitized by V:iOOQIC 



178 



much tax on the catastrophe reserve, a carrier is unable to accumulate the funds to pay 
for a large event in 100 years on an after-tax basis." 

The Subcommittee has identified federal tax policy as one of the single biggest 
problems contributing to long-temn market uncertainty for the homeowners product. 
While it is beyond the scope of New York state-level policymakers to effect direct 
change in this area, the Subcommittee urges that this point be kept in the forefront of 
any further discusston. 

Reitwurance coaim. If insurers cannot lay askle enough money to cover catastrophic 
tosses from infrequent but severe windstorm events, then how do companies currently 
fund this exposure? 

One strategy used by most insurers is to purchase their own "insurance." known as 
reinsurance. Homeowners insurers enter into contracts with one or more reinsurers, 
whereby the reinsurance company agrees to pay for a certain portion of the direct 
insurer's tosses. (This process comes under the heading of "finding traditional or non- 
traditional business partiiers to share catastrophe risks." described above. While 
reinsurance is a traditional approach, other, non-traditional risk transfer strategies were 
studied and reported upon herein by the Capital Maricets Subcommittee.) 

Following Hurricane Andrew, reinsurers, like "direcT homeowners insurers, undertook a 
reassessment of their actual exposure. For a brief time, catastrophe reinsurance 
became much more expensive and hard to find. Direct insurers' maricet decistons during 
this period were, to some extent, driven by the temporary maricet conditions of their 
traditional reinsurance partners. (A resource provtoed to the Panel by the Reinsurance 
Association of America outiines the rebound of catastrophe reinsurance availability 
during the 1990's; see "Property Insurance Exposures: Mari^etplace Responses to Risk 
Management Challenges." Oct.. 1997; hereinafter "Maricet Responses". 

Until comparatively recently, the Insurance Department did not consider the costs 
posed to direct insurers by the purchase of reinsurance in evaluating homeowners 
insurance rate filings. According to the Department's Maricet Dynamics Report (Feb. 
15. 1997, page 17). "the Department has recently changed its policy with regard to 
homeowners rate filings in order to permit insurers to reflect the cost of catastrophe 
reinsurance. Since February. 1996. when this policy change took place, approximately 
12 rate filings which reflect this cost have been acknowledged." 

Homeownera rate changes on Long Island. 1994-97. The Subcommittee reviewed 
the impact of coastal exposure on homeowners rates. At the Subcommittee's request 
the Insurance Department fumished members a summary entKled. "Homeowners Rate 
Increase History— for Selected Groups— File Index from 1/1/94 to Present." 

In all, the effects of 24 rate filings for nine company groups are summarized in this 
document. In neariy every case where both the Long Island and statewide average 
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effects of the rate filings are shown, Long Island was affected by larger rate increases. 
The filings generally are based on loss experience,** although the comnient on one 
filing references **reinsurance load" and '*ISO's excess wind procedure, grossed up for 
hurricane loss potential not reflected in ISO's factor.** 

Mod^Hng tuchnigtm and ritfr^iftting. At this point, the Departnnent does not 
consider the projections generated by '*computer sinujlation nrKxteling" in evaluating rate 
filings (See the Departnnenfs Market Dynamics Report pages 16-17, for a discussion.) 
The ''modeling*' technique is the computer-assisted "mapping" process mentioned 
above, whereby potential losses arising from the actual distribution of a company's 
insured properties in a given geographic area are analyzed, using various sets of 
assumptions about possible occurrences there. 

in the wake of Hurricane Andrew, insurance regulators and the public began to hear a 
kit about companies* "PMI^" or "probable maximum k>ss." PfAls are projected values 
generated by modeling. 

According to the Insurance Department. **an insurer's probable maximum k>ss is a 
caknjlatk>n of the greatest amount of insured k)sses an insurer would incur if the worst 
possible storm hit a specified geographical area where the insurer is writing 
homeowners policies. The PML is calculated by catastrophe modelers wtK> will isolate 
a geographical area where the Insurer is writing homeowners business, input as much 
data as is available about the business (number of homes, type of constructk>n. age of 
homes, distance from the shoreline, etc.) and run up to G.OOio computer variatk>ns of a 
storm against that area. The largest loss amount from a single stomn scenario is the 
insurer's PML' (Mari(et Dynamics Report, p. 12). 

The Insurance Department announced at a public hearing on property insurance issues 
(April 1995) that it was undertaking a study of nfK>deling. A recent presentatk>n by the 
Department's Anthony C. Yoder. Principal Actuary, describes the difficulties from the 
regulator's point of view in using modeling infbrmatkin to set rates. 

Curront iwthodologi— inadequate. Yoder opens by citing insured losses resulting 
from Hurricane Andrew and other natural disasters, noting that from their magnitude 
and the resulting insurer insolvencies, "it is easy to see how flawed the methodok>gies 
used by most insurers to manage and price for catastrophe risk really have been. . . . 
[0]ne thing most regulators are convinced of is that current or pre-Andrew catastrophe 
ratenriaking methodok>gies ... are not entirely appropriate for projecting prospec^e 
catastrophe losses . . . ." C'The Regulators' Point of View on Catastrophe Issues," 
adapted from a July 29. 1997 presentation by Mr. Yoder to the 3rd Annual Catastrophe 
Protectbn Summit). 

The presentatk>n cites reasons for the inadequacy of current methods: "scarcity of 
historical hunrk»ne data in both ISO pnsurance Servk^es Office, a statistk:at service 
firm] and insurer bases due to bek>w-average catastrophe activity over the last 20 to 30 
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years, changes in population demographics, changes in coverage and construction 
practices, etc.** 

Difficulties poaed by modeling. Voder's discussion goes on to descrit)e the 
difficulties in evaluating the outcome of modeling technologies. One problem has been 
the fact that modeling companies have been reluctant to make available all the details 
of their methods. The fimis believe that this proprietary information (in which they have 
invested considerable research and development) could become subject to public 
disclosure laws (such as New York's Freedom of Information law), and hence to 
competitors, as a result of disclosing it |o state regulators. This legitimate business 
concem has struck critics of modeling as possibly reflecting some deliberate 
obfuscation as well, especially in light of the hair-raising PMLs generated by some 
model scehahos. 

While it appears feasible to address modelers' disclosure concems, other concerns 
remain. These include the challenges of understanding and evaluating a complex 
technology, plus the inevitable skepticism caused by the inconsistency of outcomes 
generated by various modeling flnns looking at the same insurer's homeowners 
business. 

According to Yoder. Ihe part of the models which require the most attention and review 
are the model assumptions since they have proven to be the most sensitive aspect. In 
concept, catastrophe models are simple in design but. in practice, they incorporate 
countless assumptions. Adding to this is the fact that meteorologists and engineers 
cannot even reach agreement within their own fields . . . Knowing this should enable 
regulators to understand why results can vary substantially among modelers. . . . 
[S]ince there are so many model parameters where assumptions have to be made, 
there is a need to determine what are reasonable ranges of assumptions for each 
parameter These ranges will vary from state to state.*' [Emphasis added.] 

Subcommittee's finding regarding computer modeling The Subcommittee believes 
the Department should conclude its study on computer modeling. The Department 
should consider pennitting modeling to be used by insurers as another acceptable 
actuarial technique for the development of appropriate rates and deductibles. It shouk) 
conskJer pennitting specific models to be submitted for examination by the Department 
in support of rate and deductible filings. 

Some Subcommittee members believe that the Department also shoukJ proceed to 
detennine fonnally what are reasonable ranges of assumptions for use in a New York 
State context; for example, the historical relevance of wind-speed assumptions used. 
Other members believe that a standard of "reasonableness" is implicit in the 
Department's evaluation of the specific assumptions in any given model, and that 
fomnal standards shoukJ not be set. 



Digitized by V:iOOQIC 



181 



D. Hurricane deductibles affect more policyholders 

The third general market action strategy for adjusting catastrophe loss studied by the 
State of the Market Subcommittee is the increasing use by insurers of special 
deductibles. These policy provisk>ns that have the effect of leaving a greater level of 
catastrophe risk with the policyhoMer. 

in its 1996 report the Panel recommended that the Insurance Department shouM 
approve appropriate mandatory deductibles for "hurncane k>ss.'' The report noted that 
"one of tlie most signiftoant means of reducing probable maximum losses is the use of 
large deductibles applk»ble to catastrophe generated losses. By mandating that every 
poltoy contain such a deductible, a company will drastk:alty reduce its Insurable losses. 
The panel strongly recommends that companies file and the Insurance Department 
approve appropriate large deductibles /br /ju/ricane damage'' [emphasis added] (page 
6). 

The Panel predkrted that this step wouki produce a marked improvement in availability 
of homeowners insurance. 

Evoiutfon off hurricane deductibla e in New York. Policy deductibles are contract 
temns stating that an insurer's obligatk)n to pay claims begins at a certain level of toss 
(the deductible amount). Claims that do not reach this amount, and damage costs 
bek)w this amount (when the claim exceeds the deductible) are not paid for by the 
insurer. 

Traditk>nal homeowners contract deductibles have been expressed as relatively low 
dollar amounts ($250, $500, $1,000), applicable to all damage claims submitted under 
the policy. Policyhokiers generally have been offered a range of dollar-anH)unt 
deductible optk>ns at various prices, with tower deductibles costing more. 

In its Supplement to Circular Letter No. 11 (1993). the Insurance Department finalized a 
set of gukJelines for homeowners insurers to use in filing for mandatory and opttonat 
deductibles applicable to claims for windstonm damage in coastal areas. The 
Department's gukteNnes provkJe for both "non-catastrophto" windstonn deductibles 
(applied whenever winds db not attain Category 2 hurricane status (i.e.. sustained 
winds of 96 mph or more), as detennined by the National Weather Service at landfall 
anywhere in New Yoric State; and for "catastropNc" windstonn deductibles activated 
only in the event that Category 2 status or higher is experienced at landfell anywhere in 
New York State. The "Non-catastrophic* gukJeline for a mandatory deductible is no 
more than $500. 

In additton. the Circular Letter supplement saki that "an insurer may. with sufftoient 
support, submit for Insurance Department conskJeratton a windstonn deductible filing 
that differs from the articulated criteria." 
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According to the Department, as of Feb. 15. 1997. "20 insurers have received approval 
from the Insurance Department for their windstomi deductible programs. These 
programs provide windstomn coverage which is subject to certain mandatory 
deductibles depending on the geographical location of the risk. The mandatory 
deductibles range from 1% to 5% of the windstomi loss with optional deductibles 
available at higher percentages" (Market Dynamics Report, page 14). 

Current deductible terma. At the Subcommittee's request, the Insurance Department 
fumished members information summarizing approved windstomi deductibles as of 
October 27. 1997. The summaries described 25 deductible filings by individual insurers 
and two by rate service organizations, which may be used by their member companies. 
(Filings by the rate service organizations appear to adhere to the Department's pre- 
approved guidelines.) 

The Subcommittee studied the provisions, focusing a great deal of its total discussk>n 
on the various deductible programs, particularly the "trigger" provisions (the descriptk)n 
of an event that activates the deductible). 

Policy language appears to differ from company to company, requiring close attentk)n 
to the effect of each contract term to understand which policyholders would be affected, 
and to what extent, by their deductibles in any given stown. The main variables include: 

• hurricane category/wind speed; 

• deductible amount or percentage; and 

• location of affected policies. 

Hurricane categoryAwind speed. Sixteen of the current deductible filings contain 
triggers below the level of the Category 2 hurricane. At the other extreme, one 
company's deductible does not apply unless one-minute sustained wind speeds of 100 
mph are reached during a hurricane. 

There also are parameters in some policies regarding time of loss, relative to the official 
recording of the triggering event. Most of these policies specify that the deductible 
applies to losses occurring within 12 hours before or after the trigger; (one filing says 24 
hours). 

Deductible amount or percentage. The deductibles, ranging from 1% - 7.5%, are 
expressed as a percentage of the homeowners Coverage A limit, i.e., the value of the 
insured home (excluding its contents). One company's filing includes a 7.5% hunicane 
deductible for higher value homes located close to shore. The 7.5% deductible is 
required for homes having Coverage A (structure) values of $500,000 or more. This is 
the highest deductible described on the chart. 
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A policyholder with a $500,000 home Insured by this company would sustain $37,500 of 
loss from a Category 1 humcane t)efore the insurer would k>e required to make any 
payments for the damage. 

Seven companies have deductibles of 5%. applicable to some of their policyholders. A 
5% deductible for a $250,000 home would be $12,500. 

Location of affected policiea. The original guidelines in the Circular Letter 
supplement said that mandatory percentage deductibles should be graduated on a 
percentage basis, so that they are highest nearest the shore, fade with distance from 
shore and disappear beyond a mile from shore. As noted, the supplement pemnitted 
insurers to submit filings that differ from those guidelines, and sixteen of the filing 
summaries appear to indicate that deductibles apply beyond one mile from shore. 

What im an appropriate deductible "trigqi^*? It is evident that the contractual 
language describing the triggering event is extremely important to policyholders, 
because if this threshold description is met. all polK^olders with the deductible 
provision will be affected, regardless of the amount of their daim or the stomn conditions 
in their s|9ecific location. 

Since a number of filings reference hurricane "Category" values, the Subcommittee 
studied the methodology by which an official Category value is assigned to a humcane. 
The Category assignment is not dependent upon wind speed alone. Other tectors 
considered include "stonm surge." or the degree to which coastel waters exceed nomnal 
levels. Since flooding, including damage from wave wash, is not an insured peril under 
homeowners policies, the Subcommittee agreed that wind speed criteria (and not stomi 
surge) are the correct triggers for the deductibles. 

Suticommittae findinqa fegardinq deductiblea. The State of the Maricet 
Subcommittee t>erieves that catastrophe deductibles are having a significant favorable 
impact on availability, except for new applicants wishing to insure nrK>re expensive 
homes or homes close to the shore. Owners of high-value homes (those in excess of 
$500,000 - $700,000) are assuming nrK>re of their catastrophe exposure due to 
increased deductibles. 

The Subcommittee agreed that wind deductible trigger events should be measured 
solely by: 

• maximum one-minute sustained wind speed at a defined altitude within New 
Yoric State: 

• occumng within a named hunicane; and 

• not by stomn surge or barometric pressure measurements. 

Despite lengthy discussions. Sut)committee members did not agree among themselves 
on whether a triggering event for mandatory percentage deductibles should involve, at 
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minimum, a named hunicane having wind speeds at a Category 2 level or higher (i.e.. 
at least 96 mph). as specified in the original guidelines of the Insurance Department. 
Some Subcommittee memk>ers t)elieve that: 

• companies should be strongly encouraged to make the amount of their 
deductibles proportionate to the severity of the triggering event; and that 

• triggering events should be named hurricanes with wind speeds in excess of 
95 mph (Category 2). 

Other Subcommittee members did not agree that the Panel should make these 
recommendatk>ns. Among their concerns is the possible impact of these deductible 
standards on availability. 

As with premium rate filings (discussed above), the Subcommittee believes the 
Insurance Department shouki conskJer penmitting computer modeling to be used by 
insurers in support of their deductible filings. 

Differencea between new wind deductibles and traditional deductible New 

Yori^'s Insurance Law provides that significant policy changes such as the introductkm 
of new mandatory deductibles can be made only as a homeowners policy completes its 
three-year "required policy period** (see §3425). This provision means that 
homeowners insurers must phase in their deductibles over a three-year period f6lk>wing 
their approval, so that an increasing number of coastal area homeowners policies 
currently are being changed to include new deductible programs. 

The information on deductible provisions provkled to the Subcommittee by the 
Insurance Department shows the wide variety of deductible programs in use today, and 
the number of specific terms included in each deductible provision. As with any legal 
contract, an understanding of each tenm, and of the possible interactions among these 
temns. is required before insureds can accurately antk:ipate the effect of a deductible 
that is added to their policy. 

As discussed above, the evolution of the homeowners product has accustomed 
consumers to assume general standardization among homeowners insurance products 
and to regard homeowners deductibles as requiring them to assume a relatively k)w 
dollar amount for each claim. Where consumers have encountered "percentage" 
requirements, it generally has k>een in the context of their health benefits programs, 
where they may be required to pay a percentage of each medical claim. Thus, a casual 
reference to a 'Tive percent deductible" might be interpreted by some consumers as 
requiring them to pay five percent of any damage claim. 

In contrast to the "percentage of claim" formula familiar to many consumers in these 
medical co-payment requirements, the new homeowners deductible programs express 
the amount of the deductible as a percentage of the policy's Coverage A limit. One 
policyhokJer notice letter explains the compan/s program this way: "The 5% Windstorm 
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Deductible equals 5% of your Dwelling Limit (Coverage A), namely the value of your 
home as listed on the policy. To show it another way: Coverage A limK X .05 = Amount 
of Windstorm Deductible." Since this is a generic policyholder notice, the specific dollar 
amount for the individual policyholder is not shown. 

As discussed above, the 5% deductible would equal $5,000 for a $100,000 home; 
$12,500 for a $250,000 home; $25,000 for a $500,000 home, etc. While described in 
terms of a percentage of the Coverage A limit, these deductibles typically apply to the 
total losses from the trigger event, i.e.. damage not only to the dwelling structure 
(Coverage A), but also to any additional structures located on the premises (Coverage 
B). and to the contents (Coverage C). 

(SubcftmmHtit fliMllnga regarding polteyholdtr und^retanding pf dgductiblf 
lum« There was unanimity amorig Subcommittee members on the subject of 
consumer education regarding deductible temns. Subcommittee members agreed that 
nKMre consumer education is needed so that policyholders will understand that they are 
assuming a greater exposure than before. The Subcommittee believes the Panel 
should make recommendations designed to improve consumer awareness and 
understanding of these deductibles. (Deductibles are discussed in the Department's 
Consumer Guide for Homeowners and Tenants Insurance as well as on its Website- 
Iitlp:/Awww.ins.state.ny.u8) 

Deductible "buy-hack" and aupptemental policy optiona. Some homeowners 
insurance companies offer their policyholders an opportunity to l)uy back" their 
hunicane dedudble. In other words, policyhokiers are given a choice, for an additional 
premium, not to accept the deductible or to accept a lower deductible. This choice may 
be ofliered on a one-time basis, rather than continuously over the life of the policy. In 
view of the dollar amounts involved, this is a chotee that consumers need to weigh 
carefully. 

The Subcommittee discussed the availability of buy-back options and the potential that 
some companies might develop additk>nal insurance products that wouki be specifk^ally 
designed to provkle coverage for the deductible amount under another company's 
polfcy. 

Subcommittat flndinga rtgirding buy-tMicKa. ntw covwigt optipna. The 
Subcommittee believes insurance conH>anies shouki be encouraged to compete in 
offering buy-back optk)ns to their pdicyhokjers who undertake signifk^ant mitigatk>n 
steps and/or in devek)ping new insurance products designed to take care of another 
insurer's deductible. 
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III. Current Status of Coastal Homeowners Insurance Market 
Conditions in New York State 

As described above, the State of the Market Subcommittee finds that: 

• overall market availability has improved greatly since the first report of the 
Temporary Panel on Homeowners Insurance was issued in Octot>er. 1996; 
there are still availability problems affecting placement of new business in the 
to 1.500 ft. from shore area of Long Island and the Boroughs of New Yotk 
City, and for honr)es with values in excess of $500,000 - $750,000; 

• the remainder of this area is not experiencing an availability problem; 

• the use of mandatory humcane deductibles is increasing; 

• more consumer education Is needed so that poKcyhoklert wWt\ these 
deductibles will understand that they are assuming a greater exposure than 
before; 

• many admitted companies that have been traditional provMers of high-value 
homeowners policies (insuring homes valued in excess of $500,000 - 
$750,000) have increased underwriting restrictions and deductible 
requirements; 

• owners of high-value homes are assuming more of their catastrophe 
exposure due to increased deductibles; 

• owners of high-value homes are more likely than others to have insurance 
through non-traditional sources such as NYPIUA/wrap-around approaches 
and the non-admitted (excess line) maricet; and 

• excess line companies writing high-value business often are non-admitted 
affiliates of large, financially secure insurance groups. 

IV. Possible Solutions to Assure Continued Market Availability 
of Homeowners Insurance in the Future 

No discussion of current maricet conditions should ignore the fact that New York has not 
recently experienced a severe hurricane. 

According to a presentation to the Panel by a modeling expert, over time New Yori( can 
expect to sustain some degree of humcane loss every four years. The model used for 
this presentation projects that New Yori( can expect, on average, a humcane causing 
$100 million in insured damage here every 10 years; $700 million every 20 years; $1.6 
billion every 33 years; and $3.2 billion every 67 years. Once a century. New York feces 
insured hurricane damage of $3.9 billion. 
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Naturally, a hurricane causing this level of damage in New York could be expected to 
have caused additional devastation elsewhere, further impacting the surplus of New 
York homeowners insurers writing in multiple states. 

The difficulties of provkling for enough money to pay claims from catastrophic storms 
were discussed at>ove. For example. U.S. tax policy allows insurers tax deductions 
only for bsses that have already occurred. As a result, insurers have traditionally relied 
on surplus to fund natural disaster losses. For some insurers, reliance on surplus is 
their preferred approach. Others may choose to use reinsurance. Most homeowners 
insurers today use reinsurance to manage their exposure. 

Some of the largest U.S. homeowners insurers, however, have not found it feasible to 
purchase much reinsurance. For example, in 1995 presentations to the Ftorida 
Academic Task Force on Humcane Catastrophe Insurance. Fk>rida*s leading personal 
lines carriers noted that, at that time, they could not find reinsurance in the large $1 
bHUon and higher amounts (for a single event) which they wouki need to manage 
natural disaster risk. According to the Reinsurance Association of America, during this 
decade's reassessment of risk "some leading personal lines insurers continued ~ then 
and today - to express concems about their overexposure in certain geographic areas. 
Insurers continued to review extemal and intemal means of financing for natural 
disaster risk; most insurers realigned their risk exposure and reevaluated their 
reinsurance programs, while some k>oked for alternatives to traditional reinsurance, 
particularly those who believed the price of catastrophe reinsurance was equivalent to 
or higher than their potential cost of caprtaP (see the RAA's '*Mari(etplace Response** 
report, pages 1.3). 

The Capital Maricets Subcommittee report will review non-traditk)nal options involving 
private capital transactk)ns. The State of the Maricet Subcommittee agreed to review 
the optk)n of establishing some type of catastrophe reinsurance fund through state 
actk>n. a step that coukj affect homeowners maricet conditions if taken. 

In some states (Ftorida. California, Hawaii), In part due to severe maricet restrictk>ns. 
legislative actk>n has established a mechanism to fund catastrophe k>ss (see the 
PaneTs Oct. 1, 1996 report. Appendix A). The Subcommittee conskiered the pros and 
cons of recommending that New Yortc consMer taking a similar step. 

This issue proved irreconcilable for the Subcommittee. A strong majority of the 
Subcommittee opposes establishing a catastrophe fund, while a minority thinks this 
topk: shoukj be expk)red further. The Subcommittee agreed to let proponents of these 
opposing points of view draft position statements for inclusbn in its report, and for 
proposed IncluskHi in the report and recommendatkMis of the full Panel. 
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Majority Rmjport of tfw State of the Market Subcommittee R>9«rdin9 a Hurricane 

Rginturancft Fund 

The State of the Market Sut>committee has examined the creatbn of a stete-operated 
hurricane reinsurance catestrophe fund. A super-majority of the subcommittee opposes 
the creatk>n of a reinsurance fund because it would disrupt the New Yotk homeowners' 
insurance maricet and significantly increase the cost of insurance for homeowners. In 
additk>n, recent improvement in the Long Island homeowners' insurance maricet and the 
private reinsurance maricet makes a stete fund unnecessary. 

In lieu of creating a reinsurance catestrophe fund, the Legislature and the Insurance 
Department shouki use simple solutions designed to address New York's unk|ue 
circumstences. Minor repairs to the present system can enhance the industry's abiKty 
to provide coverage in catastrophe-prone areas, and can be underteken quickly with 
immediate benefite to citizens in localities exposed to hunicanes. Further, they free the 
majority of the stete's citizens firom suffering costs they will eventually bear through 
such a reinsurance fund. 

Description of a Reinsurance Fund. Presently, New Yori( insurers purchase 
reinsurance protection from the private maricet and only Fbrida has created a state 
hurricane reinsurance fund. According to a major investment banking finn, which made 
a presentation to the Panel, the Florida Hunicane Catestrophe Fund would reimburse 
$5.6 billion to homeowners' insurers in the event of a 1-in-100 year hurricane striking 
Florida. Such a hunicane is expected to produce $30 billion in insured losses. 

Annually, the Florida Hunicane Catastrophe Fund collects roughly $400 million from 
insurers based upon their homeowners' writings and commercial-residential writings 
exposed to the hurricane peril. Insurers automatically pass these coste on to 
consumers through higher homeowners' insurance rates throughout the stete. Over a 
period of time, money accumulates in the fund. Before a significant amount can 
accumulate, the fund relies heavily on a level of debt to pay bonds. The major 
investment banking firm (mentioned above) estimates that the fund has bonding 
capacity of $5.5 billion which would be financed by an annual 2%-4% emergency 
assessment levied on all lines of property-casualty insurance (except wortcers' 
compensation) in the stete for a ten year period. In the event of a $30 billion hurricane, 
the emergency assessment would increase the cost of homeowners' insurance by $60 
per $1,000 in pre-event homeowners' insurance premiums. The Ftorida fund is not 
backed by the full faith and credit of the state. 

Due to the Florida fund's assessment authority and the huge liability of the residual 
markets, the major investment banking fimi's analysis highlighted that the "day after" a 
1 -in- 100-year Florida hurricane, the hypothetical policyholder would experience a 
premium increase of 53 5% in the first year and 33 4% from years two to ten . The 
same firm stressed that state funds are not a panacea and that public polk:ymakers 
must confront whether to "pay now" or "pay later." 



Digitized by V:iOOQIC 



189 



A similar reinsurance fund in New York would reimburse insurers for some of their 
hurricane losses - depending upon the amount of money in the fund, the level of the 
insurer's participation, and the money generated by the annual 2%-4% emergency 
assessment. If the fund's assets are insufficient to reimburse insurers, the fund would 
levy an emergency assessment on all New York property-<»sualty insurers to meet its 
obligations. This assessment woukj be automatically passed on to policyholders of 
New York. 

Reinsurance market has expanded; capital markets provide new options. The 

Subcommittee believes that a reinsurance fund is unnecessary because the private 
reinsurance market has expanded and the capital markets have begun to offer new 
financing mechanisms (e.g., securitization of hurricane risk, surplus notes, lines of 
credit). In the last seven years, the industry's surplus has increased 75% to $280 
billion. Similarly, the private reinsurance market has significantly increased its capacity. 
For example, the Bermuda market created $5 billion in new reinsurance capacity and 
Lk>yd's is once again competitive in the private maricet. Presently, the cost of 
reinsurance is back to pre-Hunicane Andrew days and the availability is at a record 
high of $1 bilton per program. 

Over the past several years, there has been growing interest in the role of the capital 
maricets in spreading or financing catastrophe risk. According to the major investment 
banking finn. the sheer size of the capital maricets ($13 trillk>n in U.S. stocks and bonds) 
shouki enable the market to withstand the losses associated with a severe hurricane 
that coukJ cripple one or more individual insurers. In additk>n, some financial 
intermediaries maintain that moderate amounts of catastrophe risk in a diversified 
portfolio can improve overall returns white decreasing portfolk) risk. Depending upon an 
insurer's needs, the securitization of catastrophe risk can supplement an insurer's 
reinsurance program. 

Virtually every major investment bank in the U.S. has formed a group to wori( on the 
development of securitized insurance products, and a number of transactions involving 
Indivkiual companies have been completed. For example, the Subcommittee received 
a report from USAA about its recent securitization of $477 milton in Eastern hurricane 
exposure. Other insurers, such as St. Paul. Swiss Re, and Winterthur. have used 
similar financial vehicles. It is the major investment banking finn's opinbn that the 
insurance industry will continue to turn to the capital maricets and investors are 
becoming nK>re comfortable with such securitizatk>n. 

At the very same time insurers are tuming to new methods, a state reinsurance fund 
woukJ force insurers to pay millk>ns into a fund whether or not an insurer needs such 
reinsurance protectk>n. The proposed fund woukJ impact all insurers - even those 
homeowners' insurers that write predominantly in upstate New Yoric. 
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A fund would promote cross-subsidization among consumers. The Subcommittee 
believes that a reinsurance fund would have a statewide impact on the market and 
promote cross-subsidization between policyholders in the state. First, homeowners' 
insurers would be annually assessed reimbursement premiums by the fund. These 
fund payments by insurers would be passed on to all New York consumers, includirig 
those upstate, as insurers seek significant premium rate increases. 

Second, if the fund is forced to levy an emergency assessment, almost all insurance 
policyholders in the state would be assessed. Because only a limited geographical 
area in New York is exposed to hurricanes, a statewide 2%-4% emergency assessment 
on all property-casualty insurers means that policyhokiers for all lines of property- 
casualty insurance (e.g.. commercial multi-peril, farmowners, auto, surety, etc.. except 
woricers' compensatk>n) would bear some of the burden for hurricane k)sses. This 
emergency assessment would be annual until covered losses are reimbursed. 

A fund would not immediately improve insurance availability. Advocates for a 
reinsurance fund contend that a fund would have a beneficial impact on the availability 
of homeowners' insurance. However, the Subcommittee is not convinced that such a 
fund would improve availability. A fund would be financed by reimbursement premiums 
collected by insurers and these premiums would accumulate over a period of time. 
However, it would take a decade before the fund could be considered a t>ackstop'' or 
have a beneficial impact on the behavior of insurers. In the interim, the fund would rely 
almost exclusively on a level of debt to pay bonds. Testament to this fact is that Fk>rida 
consumers continue to experience difficulty obtaining homeowners' insurance even with 
a hurricane reinsurance fund. Waiting a decade for money to accumulate does not 
address the immediate needs of coastal New York homeowners. 

In addition, in the eariy years of the fund, insurers would lack confidence in the fund's 
ability to meet its obligations because of the limited amount of money collected by the 
fund. The fund would also be viewed as an untested entity. As a result, prudent 
insurers would still purchase duplicative reinsurance from the private martcet. Thus, 
insurers would pay twice for the same reinsurance coverage - once to the state and 
once to the private market. Purchasing duplicative reinsurance and the levy of a new 
charge on insurers could mean the difference of a profitable or unprofitable year. 

Conclusion. The Subcommittee believes that a state hurricane reinsurance fund is 
unnecessary. In addition, state intervention into the reinsurance market is premature. 
The private reinsurance maricet has expanded and new financing mechanisms from the 
capital markets have provided additional altematives. 

Considering the recent improvement in the availability of homeowners' insurance in 
coastal areas, the creation of a state reinsurance fund is unlikely to improve present 
availability and it may actually exacerbate the situation. Rather than pursue a state 
fund, we believe that minor repairs to the present system are the best altemative for 
quickly addressing the needs of coastal New York. 
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Minority Rgport of the State of the Market Subcommittee Rggarding a Catastrpphg 

Fund 

The State of the Market Subcommittee recommended against further study of a 
catastrophe fund for New York. Following is the minority's (Allstate Insurance 
Company) contrary view: 

It might be premature to recomnnend the establishment of a catastrophe fund for New 
York, but it is short-sighted to reject further investigation of the concept. A catastrophe 
fund is a state-administered, tax-exempt trust fund that wouki reimburse private 
insurers for a certain percentage of losses incurred in a large catastrophic event. Such 
a fund coukJ add considerably to the stability of the New York property insurance 
market. 

The creation of a catastrophe fund is a complex and delicate calculus requiring 
significant actuarial and financial analysis. After careful study, Florida successfully 
developed a fomnula for a catastrophe fund that helped restore some normalcy to the 
most dysfunctional property insurance market of all time. In light of the success of a 
catastrophe fund in Florida, the Subcommittee shouki not cavalierly dismiss a 
catastrophe fund for New York without more in-depth study. 

The Florida experience. In August of 1992. Hurricane Andrew destroyed much of 
south Ftorida. It caused $10 blllk)n of insured residential property losses and $16 billion 
of total insured kisses. In all, eleven insurance companies were declared insolvent. 
Some insurers filed petitions with the Department of Insurance to stop writing property 
insurance. Many more started to reduce their exposure to large catastrophes by 
engaging in mass nonrenewals of existing customers. Virtually no one couki purchase 
a homeowners policy in the private market. 

In 1993, the state created the Ftorida Hurncane Catastrophe Fund, a state- 
administered reinsurance program for residential property. Today the fund has a 
claims-paying capacity of $7 billion, the equivalent of 70 percent of the resklential 
losses from Hurricane Andrew. After Hunicane Andrew. Insurers were fleeing the state. 
Within a few years of establishing a catastrophe fund in Fbrida. most insurers stopped 
their nonrenewal programs and new companies started applying for licenses to write 
homeowners insurance. The Fk>rida maricet still has problems, particulariy in southeast 
Fk>rida. but the state sponsored Academk: Task Force on Hurricane Catastrophe 
Insurance concluded that the fund was "a significant contributor to the stability of the 
private insurance maricet in Fk>rida because of its unk|ue ability to accumulate reserves 
on a tex-free basis and to leverage those reserves into sources of cash for paying 
claims." 

The New Yoric maricet never disintegrated like the Ftorida martcet. It has not 
experienced a major catastrophe like Hurricane Andrew or the Northridge Earthquake in 
California. But the experts agree that the potential is there. Let us not lapse into 
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complacency over El Nifio. Prior to 1989. no catastrophes ever caused insured losses 
above $1 billion. Since then, multi-billion dollar losses have become common 
throughout the world: Humcane Andrew ($16 billion in 1992); Northridge Earthquake 
($10 billion in 1994); Hurricane Hugo ($4.2 billion in 1989); Humcane Iniki ($1.6i>illk>n 
in 1992). In Europe. Typhoon Mireille caused $5.2 billion of insured tosses and the 
winter storms in Continental Europe were responsible for $4.6 billk>n of insured k>sses. 

The prudent course of action is to prevent a market meltdown after a major 
catastrophe. A catastrophe reinsurance fund coukJ do just that. 

The opponenta. Opponents of a catastrophe fund argue that it is a t>ail-out for large 
insurance companies. No one is asking for a hand-out. Insurance companies wouM be 
required to pay an actuarially sound premium to the state-administered fund. These 
premiums wouki be exempt from federal incoine tax as they accumulate and earn 
interest. The fund, therefore, wouki be able to buiki surplus to pay claims much more 
rapidly than wouki a private insurance company, which is required to pay federal 
income tax on the same dollars. 

In the early stages of a catastrophe fund, the bulk of the claims-paying capacity is 
achieved through the issuance of bonds after a catastrophic event. The bonds are paki 
for by adding a small surcharge to insurance premiums. In Ftorida. the surcharge 
ranges from two to four percent on all property and casualty insurance premiums, 
excluding workers' compensatk>n insurance. ^ Opponents argue such a surcharge is 
tantamount to a tax increase, resulting in upper New Yortc subskiizing the metropolitan 
area. 

A surcharge may be a tax, but every tax must be evaluated on its own merits. The 
catastrophe fund surcharge would go into effect only after a major catastrophic event 
causes large insured losses. The money is being used to help people rebuild their 
homes and repair or replace their personal property. Is this an inappropriate use of 
public funds? 

The subsidy argument is premature. The bulk of New Yoric's population is concentrated 
in metropolitan New Yoric and Long Island, where the catastrophk; risk is obviously the 
greatest. The size of the metropolitan area could adequately support a bonding 
program without impacting the residents of upper New Yori(. Additional actuarial and 
financial analysis shoukJ be done to determine whether it wouki be necessary to subject 
the residents of upper New Yoric to any surcharges. It may be possible to construct a 
bonding program without affecting those lines of business. But the Subcommittee 
would prefer not to engage in this inquiry. What do they have to fear? 
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Lowvr reinsurance costs. Perhaps the private reinsurers fear losing business. 

A catastrophe fund is remarkably cost efficient. In Florida, most private reinsurers 
charge a "mark up** of two to three times the rates being charged by the catastrophe 
fund. Those higher reinsurance costs get built into the rates of any homeowners 
insurer which relies on reinsurance. A catastrophe fund introduces more competition to 
the reinsurance marketplace. 

A catastrophe fund does not replace traditional reinsurance, but augments it. Many 
companies will still need to rely heavily on the reinsurers 'to provide reinsurance 
coverage that "wraps around" the coverage provided by a catastrophe fund. In general, 
however, homeowners insurers can rely less heavily on the nK>re expensive private 
reinsurers, tfs not surprising, therefore, that most of the opponents to a catastrophe 
fund are reinsurers or those companies that are closely affiliated with reinsurers. 

Conclusion. A catastrophe fund wouki provMe a cost-efficient way for the tax-free 
accumuiatk>n of surplus to pay claims to property owners in the event of a major 
hurricane in New York. Such a fund couki provkie billions of dollars of additional 
capacity to the New York property insurance market. Any additional capacity woukI 
impreve competitk>n. ultimately resulting in improved availability of homeowners 
insurance. 

The potential benefits of a catastrophe fund are too great not to study them in more 
detail. 

V. Recommendations of the State of the Market Subcommittee 

• Hurricane deductibles. The Insurance Department and insurers shouki promote 
more consumer education efforts so that policyhoklers will understand that with 
higher deductibles they are assuming a greater exposure than before: 

• The nature, amount and triggering events of deductibles shouki be 
prominently and clearly presented to the insured. 

• Percentage deductibles shouki also be expressed in dollar anuHjnts like 
traditk>nal deductibles, so that consumers are aware of the full extent of their 
exposure. 

• Where the deductible applies to one or nK>re "coverage parts." these 
coverages shouki be explained, not just referred to as "Coverage A." etc. 

• Also, the nature and k)catk)n of the triggering event shouki be dearty 
explained. 
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The Insurance Department's standards for approving deductibles for hurricane 
losses should include: 

• clear, prominent display of the dollar amount (as well as the percentage) of 
the deductik)le on the face of the policy; and 

• dear, prominent explanation of the triggering event. 

• Hurricane deductible triggers. Panel members (except one) agree that hurricane 
wind deductible trigger events should be measured solely by: 

• maximum one-minute sustained wind speed at a defined altitude, 

• occurring within a named hurricane, and 

• not by storm surge or barometric pressure measurements. 

The Panel members were equally divided on whether triggering events should be 
named hunicanes with wind speeds in excess of 95 mph (Category 2). thereby assuring 
that deductibles apply only following catastrophic events. 

• Hurricane deductible buy-backs, new coverage optione. Companies should be 
encouraged to compete in offering buy-back options to their policyholders who 
undertake significant mitigation steps, and in developing new insurance products 
designed to provide coverage for another insurer's deductible. 

• Joint participation on high value homes. The Insurance Department should woric 
with the industry to find ways to encourage more than one insurer to participate 
jointly in insuring high value homes. Also. CMAP should conskier awarding CMAP 
credits for participation on this basis. 

• NYPIUA authorization. NYPIUA's legislative authority should be made permanent 
in order for it to facilitate liquidity in the event of a catastrophe. 

• Computer modeling. The Department should consider permitting modeling to be 
used by insurers as another acceptable actuarial technique for the development of 
appropriate rates and deductibles. It should consider permitting specific models to 
be submitted for examination by the Department in support of rate and deductible 
filings. 

Some Panel members believe the Insurance Department should consider minimum 
standards for the models used, such as the historical relevance in New Yoric of 
wind-speed assumptions. Other members feel that a standard of reasonableness is 
implied in the examination by the Insurance Department of the models and that 
formal standards should not be set. 



Digitized by V:iOOQIC 



195 



The CoMtal Market Assietance Program (CMAP). CMAP should extend its 
consumer education efforts and coordinate with the Insurance Department and 
CMAP participating companies in a wide-ranging, broadly available information 
campaign to. address the public's understanding of the relationships among 
availability, affordability and loss exposure. Specifically, public awareness needs to 
be Increased about: 

* the increasing prevalence of catastrophe deductibles and the need to be alert 
to changes in homeowners insurance policies which introduce such 
deductibles; 

* the nature of catastrophe deductibles, what events could trigger such 
deductibles, and the relationship of these deductibles to availability and 
affordability of homeowners coverage; 

* how a percentage catastrophe deductible translates Into dollar terms, and 
whether the consumer can afford to assume this exposure to loss; 

* possible mitigation steps homeowners can take, and how such steps could 
improve the availability and affordability of their homeowners coverage. 

The Panel also recommends that the CMAP Steering Committee should explore 
ways to encourage its participants to provide the broadest possible coverage form 
generally available in the industry to consumers. 

NYPiUA deductibles. Legislatbn shoukJ be enacted authorizing NYPIUA to use a 
catastrophe deductible program comparable to those being used in the voluntary 
market. 

Hurricane/cataatrophe fund. A majority of the Panel opposes establishing a 
catastrophe fund. (See "Possible solutions'* for the majority/minority position 
statements.) 
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MITIGATION SUBCOMMITTEE REPORT 

The members of the Mitigation Subcommittee are: 

Jim Ryman* State Farm Ins. Co., Chairman 

Jim Tuite State Farm Ins. Co. 

John Ecker* John Ecker. Inc. 

David Nadig* Allstate Ins. Co. 

Dan Robinson* NY Central Mutual Fire Ins. Co. 

Steve Wietlisbach* Travelers Ins. Cos. 

Peter LefkIn* Fireman's Fund Ins. Cos. 

Mary Lanning ML & G Associates 

Howard Honig* HonIg Insurance Agency. Inc. 

Joe Calvo NYPIUA 



I. Purpose of the Subcommittee 

A. introduction 

The purpose of this report is to define the potential application of mitigation as it relates 
to the mission of the Temporary Panel on Homeowners' Insurance Coverage (the 
Panel). The Mitigation Subcommittee recognizes that the subject of "mitigation" needs 
to be defined In terms that the home owning public will understand. If the issue is 
presented in a manner homeowners can appreciate, it is hoped they will be more likely 
to act on the recommendations of the Subcommittee. 

White this report is intended to address the overall goal of the Temporary Panel on 
Homeowners' Insurance, which is making coastal property insurance available and 
affordable, the topic of mitigation, we believe, is much broader and shoukJ relate to the 
entire populace whk^h is affected by wind, stomn. surge and flooding in temns of 
"protecting both home and family." 

B. Mitigation, a Definition 

Mitigatkxi shouM be stated in tenms of positive value. Any actk>n taken to "protect our 
homes and families" is the starting point for a definitk>n of mitigatk>n. Mitigation is a 
broader concept than simply taking precautions to antk:lpate or reduce k>ss. We would 
note that the project being undertaken at the State University of New York Maritime 
College involving the buikllng and retrofitting of homes in coastal New York is by 
definitkm a mltigatk)n project designed to educate and promote community awareness 
of the beneficial aspects of toss mitigatton. 
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Management of the risk of loss in the event of a natural hazard by building stronger and 
safer homes in the coastal environment is a coastal definition of mitigation. This SUNY 
program has as its name the definition we propose for mitigation - "Protecting Home 
and Family.* It suggests that mitigation protects the family, home and other possessions 
from the risk of future loss. 

This Subcommittee believes the concept of protection shoukj be the starting point for 
any mitigation project. 

C. Challenge 

Beyond defining mitigation in the broad sense of protecting lives and property, we need 
to address the current challenges for all stakehokjers in any integrated mitigation 
project. 

The primary challenge is apaihy. This is typified in North Dakota's or upstate New 
Yortc's failure to purchase federal fk>od insurance. Few homeowners, even when 
confronted with imminent hann, see the need to spend the dollars to protect their 
homes from catastrophic risk. There is a need to introduce them to the reality of the full 
measure of the risk and consequences they face, and to convince them of their 
responsibility to take action to protect themselves, their family and possessions. One 
way to do that is to encourage incentives which prompt mitigation activity and 
disincentives for not taking such action. 

A practical starting point for overcoming apathy is a cost-benefit analysis showing what 
mitigation can provide for the individual homeowner. When this comes to life safety, the 
equation of life benefit is certainly skewed toward protection. At this writing, we have 
materials from the federal government (FEMA) and the Institute for Business and Home 
Safety that identify practical starting points for retrofitting homes in the area of roofs, 
openings, and attachments. 

The alternative mitigation actions have not been prioritized in terms of their relative 
benefit-to-cost ratio. The insurance industry, building industry and academia are. at this 
time, trying to identify altemative mitigation strategies and to fomiulate cost-benefit 
standards. Applied Research Associates. Inc. from Raleigh. NC seems to be the 
pioneer in using the sciences of structural and wind load engineering to measure the 
efficacy of differing mitigation actions on individual structures. Further study of their 
wori( is needed to determine if it has potential to prioritize mitigation measures in a way 
that furthers the mitigation strategy we suggest for use in New Yori(. 

The Subcommittee recognizes that legislators in New Yori( have already added an 
insurance credit incentive for those homes that have been retrofitted or been built with 
hurricane shutters and laminated glass. It must still be determined how to establish 
actuarially justifiable incentives or premium reductions for mitigation measures. To 
date, most of the rate incentives have followed the Insurance Services Office approach 
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that relies on product testing done by the manufacturers or on their t>ehalf. It is the 
Subcommittee's belief that a better incentive result could be achieved by: 

1. starting with an adequate rate level which reflects a proper evaluation of risk 
of future losses from hunicanes. including simulation modeling by the rate 
regulator. 

2. using consistent benefit-to-cost analyses when priontizing mitigation 
altematives selected by a property owner or other stakeholder; and 

3. reflecting the impact on the adequate rate level of the mitigation actk)n taken 
through one or more of the following means: lower rate, a k)wer deductible 
option, or greater availability. 

The end result to be encouraged would be an actuarially sound rate, reflective of the 
action taken- 

StakehokJers, in addition to insurers, shoukj be asked to conskier provkiing their own 
incentives to the property owner vnho takes mitigatk>n action. The incentives selected 
shoukJ create a package that woukj stimulate actk>n by the property owner, since a rate 
discount or k)wer deductible optk>n alone may not be a suffk^ient incentive. 

MeetHig these challenges requires addressing the perceived benefit of taking actk>n to 
mitigate versus the cost of doing so. That decisk>n is obvk>usly impacted by the 
affbrdability and availability of windstonm insurance coverage. The affbrdability of such 
coverage will partially depend on the answers to the folk>wing insurance-related 
questk)ns: 

1. To what extent will mitigatk)n efforts improve the homeowner insurance 
mari(et so property insurers are more willing to bear risk or assume greater 
probable maximum toss in coastal areas? 

2. To what extent will these mitigatton efforts be translated into reduced 
premiums or reduced deductibles for those homeowners living in coastal 
areas so the cost of retrofit or new constructton will be more desirable in 
terms of a more affordable homeowner insurance premium? 

D. Why Should the indhfidual Property Owner Undertake Mitigation? 

• Mitigatton begins with an awareness that there Is a potential danger to one's 
personal safety and that of toved ones. Such danger couto also result in partial or 
total toss of an indivkiual's possesstons. 

• Mitigation involves raising the property owner's awareness to a tovel that will 
encourage the homeowner to take actton to reduce potential damages resulting 
from such natural threats. Action may be prompted by the homeowner: 
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• Realizing the life safety and health t)enefits of mitigation 

• Avoiding the loss of in-epiaceable items 

• Avoiding the trauma involved when an individual/family loses their home and has 
extensive disruption of their lifestyle 

• Reducing or eliminating issues effecting personal recovery or restoration while the 
commercial situations are also likely to t>e in turmoil 

• Accepting the financial responsibility of property insurance deductibles or other cost 
sharing aspects of one's homeowner insurance policy 

• Con-elating insurance affordabilrty directly with the loss costs so that it Is reasonable 
to assume that through mitigation, rates would be favorably impacted 

• Relating availability of insurance to the hurricane or windstomi capacity of home 
insurers for taking on insurance risks 

• Realizing an insured can assume a higher deductible for homeowner's insurance 
where mitigation has taken place (or an insurer may be willing to undenAoite witti a 
k>wer deductible 

II. History of Mitigation Efforts 

A. Protection of Life and Human Resources 

We have documentation of emergency preparedness for the protection of life and 
human resources in Long Island and coastal New Yoric. Clearty these life safety issues 
are in the forefront of the federal, state, and local govemments' emergency 
preparedness. The experience in Long Island appears to be substantially well 
advanced. The U.S. Govemment (FEMA) along with the New Yori( State Office of 
Emergency Management and local communities currently have coordinated, 
comprehensive programs in place for coastal catastrophic emergencies. These include 
evacuation routes, emergency centers, and requirements for schools, day care centers, 
hospitals, nursing homes, and other care facilities to file their emergency preparedness 
plans with the state or political subdivisions. Since they are convinced that a complete 
evacuation of locations like Long Island would be impossible, given the limited capacity 
of the escape routes, they have even discussed the use of more substantial structures 
as safe harbors for those who cannot or will not get out of a major hurricane's 
destructive fury. 
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Training meetings are required regularly from local emergency preparedness 
communities, the Office of Emergency Management, and Red Cross personnel. These 
programs are functioning and in place. National seminars are also available for training 
emergency personnel. An example is a prototype plan for a Hurricane/Coastal Storm 
Emergency from the town of East Hampton (contact Mr. Richard McGowan at 516-324- 
1736 for a copy). 

In contrast, mitigation efforts for property preservation in coastal New York have 
principally involved action by the New York Property Insurance Underwriting 
Association. The New York Property Insurance Underwriting Association provkles 
some practical benchmarks for applying eligibility requirements for homeowners 
insurance by using required engineering inspection and retrofitting. These benchmarks 
require active mitigation standards by New Yorii homeowners. In 1987, the New York 
Property Insurance Underwriting Association began to assess the need for mitigation as 
a result of Hurricane Gloria. "Gloria" was a substantial storm which struck only a 
glancing blow on Long Island. This near miss was a wake-up call to the New York 
Property Insurance Underwriting Association to establish mitigation standards in the 
underwriting of coastal prop>erty. Those efforts require prospective homeowners to meet 
minimum underwriting criteria as a conskJeration for eligibility for windstorm coverage. 

The New York Property Insurance Undenwiting Association has created "Eligibility 
Requirements for Windstorm Coverage." This document is available from NYPIUA (call 
212-208-9700 for a copy). (Note: the New Yorii Property Insurance Underwriting 
Association indicates the program of underwriting eligibility initially met with resistance 
from policyhokiers and insurance producers and community leaders. It was only after a 
series of educational forums sponsored by the New York Property Insurance 
UndenAnitlng Association that policyhokjers and others began to understand the critical 
need for coastal home inspections and repairs to meet minimal windstorm criteria 
designated by architectural engineers.) Typical expenses for the improvements 
required by the New Yoric Property Insurance Underwriting Associatk>n's undenAmting 
gukJelines range from $450 to $1250 dollars. Typical engineering inspection reports 
cost between $175 and $400 for coastal property. 

The Certificatk)n GukJelines for Windstorm Coverage prepared by the New Yoric 
Property Insurance Unden^mting Associatbn (also available from NYPIUA). have been 
tested only by the Category I fnor'easter") Hurricane Bob which impacted coastal Long 
Island in 1991 . No major hurricane has affected the reskJents of the State of New Yori( 
since 1938. at which time there were significantly fewer inhabitants and property values 
were dramatically lower. 

B. Protection of Property 

From agent and insurance producer experience, we know that merchants are keenly 
aware of risk mitigatk>n in the event of a disaster. In anticipatk>n of a ttorm, merchants 
generally take necessary and prudent emergency actk>n to protect their business 
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property. However, residential property owners are not as cognizant of the need to 
board up windows and doors, tape windows, take in outdoor furniture, etc. Most people 
appear unable to comprehend the true risk. Past experience indicates indivkJuals are 
unwilling to take preventative steps, especially if it means spending money to avoid an 
unappreciated threat. 

Hi. Current Status of Mitigation Efforts 

A. Models 

The Mitigation Subcommittee finds that computer nfiodeling of the overall assessment of 
risk of loss for geographic areas as small as Postal ZIP Codes is available from the 
hurricane simulation modelers currently used by insurers and reinsurers, including: 

1. Applied Insurance Research. Inc. k>ciated in Boston. MA; 

2. EQECAT. Inc.. a joint venture of EQE Intemational. Ltd. k>cated in San 
Francisco, CA. and Guy Carpenter. Inc.. k)cated in New Yori( City, NY; and 

3. Risk Management Solutions. Inc.. located in Menio Park, CA. 

In addition, there are other hunicane simulation models, like TOPCAT for Tillinghast. a 
Towers Penin company, and CATALYST for E.W. Blanch, which have been devek)ped. 
or are in the process of being developed, that will simulate likely hunicanes and their 
impact on the built environment. 

The Federal Emergency Management Agency has already completed work on an 
earthquake model. HAZUS, which will provide the risk assessment for indivkiual 
communities as part of their "Project Impact. Building Damage Resistant Communities," 
and is currently accepting bids on a similar effort for hurricanes. These efforts are in 
addition to research and development wori( ongoing in the National Hurricane Center 
and elsewhere to better understand and model hunicanes and their impact on society. 

We find that some jurisdictions, like southeastern Florida, have recently experienced 
devastating hurricanes and now encourage builders to utilize mitigation measures to 
build stronger and safer structures which will be better able to withstand catastrophk: 
events. The Subcommittee believes a closer review of their efforts may kJentify 
modeling and evaluation tools available for use in New Yori(. Risk assessnient or 
cost/benefit analysis for individual properties, communities, and the state of New Yotk 
as a whole should reflect the localized risks and conditions. It should educate the 
various stakeholders about their risk and what can and should be done about it. 

Applied Research Associates, Inc., is doing some promising wori( in evaluating the 
threat to individual structures and determining how effective alternative mitigation 
actions might be in conjunction with its modeling worii in Florida and with the Federal 
Emergency Management Agency's humcane version of the HAZUS model. Although a 



Digitized by V:iOOQIC 



thorough review and analysis of Applied Research's work is outside the scope of this 
report, it is the Subcommittee's suggestion that further contact with that organization t>e 
made to determine its potential to fill the need for benefit/cost information at the 
individual structure level in New York. 

Other than the promising possibilities that Applied Research's work may hold for 
individual structure evaluations, the Subcommittee finds that the work completed to 
date by public and private sectors is relatively insufficient to adequately quantify what 
kinds of property loss mitigation will be most cost effective to significantly reduce toss. 

B. Current Consumer Information on Mitigation 

yNe do believe that there are some rather informative consumer guides currently 
available, such as. "A Homeowner's Guide to Protecting Home and Family," available 
from the Institute for Business and Home Safety (73 Tremont Street, Suite 510, Boston, 
Massachusetts 02108, Tel. No. 617-722-0200). Such easy reading how-to booklets 
couM help consumers learn what can be done to effectively strengthen and protect their 
families and their possessions from loss. 

The Subcommittee believes that it is critical for consumers to be made aware of their 
own risk of loss from natural hazards and educated on how to take effective action in 
protecting their families and possessions. Homeowners need to know how to get the 
best value for each mitigatbn dollar spent to make their homes more resilient. 

The Mitigation Subcommittee also believes that there is a need to "model" expected 
losses for natural hazard events before the occurrence of a hunicane. That modeling 
shouM help both insurers and homeowners gauge the dollar exposure to loss from 
natural hazard events and provkJe an estimate of expected savings produced by 
different mitigation actions which couki be taken. The Subcommittee believes mitigation 
modeling can provkJe greater affordability and greater availability for consumers. The 
pre-event mitigatk>n modeling will also altow insurers to measure their exposure to k>ss 
and evaluate their capacity to absorb such k^ses and their tolerance to the resultant 
volatility of eamings. 

By avokiing some of the market con8trictk>n8 that can occur when k)sses from natural 
hazards exceed the risk tolerance of primary honne insurers and reinsurers, mitigation 
strategies can have the fbltowing favorable impacts: 

1. k>wer homeowner insurance premium; 

2. reduce or offset windstorm or hurricane deductibles: and 

3. influence (increase) overall martcet avaHabHity. 

Mitigatk>n strategies are the only means to effectively remove expected tosses from the 
system. All other catastrophe exposure management schemes including reinsurance. 
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catastrophe-based securities, deductibles, and martcet limitations merely transfer risk 
from one stal|:eholder to ^nother. 

C. SUNY Maritime Project on Mitigation 

The Subcommittee believes the current program at SUNY Maritime is an excellent 
opportunity for e)pansive studies in estimating mitigation alternatives and providing 
information derived from the study to New York consumers and others. The 
Subcommittee, in 'making its recommendations, fully recognizes that these proposals 
are t>eyond the current charge or direction of the SUNY Maritime private public 
partnership known as "Protecting Home and Family." 

D. Building Codes - Today 

Finally, the Subcommittee believes the lack of an effective New Yoric State 
perfomiance-based building code needs to be addressed legislatively. We believe that 
it will be difficult to quantify the dollar savings from such a building code and the 
enforcement of such a code. Nonetheless, a comprehensive building code and 
effective code enforcement is a critical component in attaining significant loss mitigatk>n 
in coastal New Yortc. 

It should also be noted that because an effective building code and its enforcement will 
only impact new construction, an effective mitigation strategy must include action that 
reduces the expected losses for existing structures. 

IV. Possible Solutions 

A. Who Should be Involved? 

The answer to the question "Who should be involved?" is easier when we conskler that 
all stakeholders stand to win from implementing a comprehensive and strategk: 
mitigation program. Those who have a recognizable stake in mitigatk)n inckjde the 
insured consumer, insurers, reinsurers, investors, financial institutk>ns. k)cal. state, and 
federal governments, realtors, developers, and many others. The process of mitigatkm 
will require the involvement of outskie experts in fiekis such as natural scienoes 
(including the scientifk: fiekis of climatok)gy. meteorok)gy. and geok>gy). structural 
engineers, and those who can provkle natural hazard simulatkHi models to translate 
empirical knowledge into measurable benefit-to-cost analyses. 

Principally, however, it may be the indivklual property owner's ultimate responsibility to 
take action. He/she can be encouraged to take mitigative actk)n by the offering of 
incentives so that he/she will realize their own beneficial consequences of mitigatk>n. 
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The logical linkage and inducement for all parties are reduction of costs, including 
insurance costs, and the potential t>enefits of greater affordability and availability of 
wirKJstorm coverage and other coverage options. It is not possible for the authors of 
this report to reflect on any individual conipany's pre-mitigation rate level nor to predict 
potential loss savings expected from an individual property owner's mitigation action. 
These statistics have as yet not been quantified. 

Reinsurers and investors in catastrophe bonds and other secured investment 
instalments should ultimately be expected to reflect the impact of mitigation action 
taken by property owners in their pricing of portfolios. Such actions shouM also result in 
additbnal capacity in the New York insurance marketplace. 

Financial institutions shouM also conskler the mitigatkHi efforts of property owners as 
providing a more secure risk. To date the financial community does not differentiate 
between k>an applicants provkJing k>ss-mitigated and non-k>ss-mitigated properties as 
collateral when evaluating the application. 

The federal govemment continues to maintain that mitigatk>n is a k>cal concem 
because it must be encouraged at the local and state level and is the individual owner's 
chok» whether or not to take mitigatk>n steps on his/her property. In order for a 
mitigatk>n program to succeed, it is necessary to connect the resources of the federal 
govemment with outskJe experts and resources. At the local and state level, there are 
incentives that couki be created or utilized to encourage indivkJual property owners to 
mitigate against future damage. These incentives include zoning, land use planning, 
and enforcement of a perfbmiance based buiMing code. 

It shouki be noted that, while the various stakehoMers have some commonality of 
interest in mitigatkHi. there are diflierent factors that will nfK>tivate them to actk>n. 
Likewise. indivkJual companies within each represented industry are prone to act 
independently and not as an industry. This must be understood by the designers of the 
overall mitigatk>n process for New York to ensure that educatkHi and awareness 
programs are taik>red to meet the infbrmatkHi needs of the greatest number of 
mitigatk>n supporters so that the greatest level of effective mItigatkKi is aooonnpllshed. 

B. Awareness and EducatkNi 

The indivkJual property owners are not the only ones needing a fufler understanding of 
the risk of k)ss. An awareness campaign shouki be directed towards consumers, 
policymakers, legislators, government, the media, and design profosskxials. The 
campaign might begin with proactive programs in ele m en ta ry and secondary schools 
explaining the dangers presented by windstorms and the need for mitigatkNi and k)ss 
reductkMi to protect lives and propeity. 
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This education effort could include public service announcements and the distribution of 
brochures currently available through entities such as FEMA and the Institute for 
Business and Home Safety. Public/private partnerships of organizations and 
govemmental agencies coming together with a goal to support mitigation should be 
encouraged. 

It is the Subcommittee's recommendation that we initiate a broad awareness campaign 
through public/private partnerships which will highlight the need for mitigation. A 
prototype of such a program is found in the partnership of the Institute for Business and 
Home Safety and the federal govemment's Subcommittee for Natural Disaster 
Reduction, which is called Public Private Partnership 2000. (PPP2000). Local 
examples include the SUNY Maritime "Protecting Home and Family" program and The 
New York State "Joint Loss Reduction Partnership Project." 

C. Mitigating Loss Exposure 

In proceeding with any mitigation program, a question that needs to be raised is. "What 
can be done to mitigate loss exposure?" 

Land Use Planning 

Land Use Planning is a critical step in mitigation for future construction. In reality there 
is little land use planning opportunity in the densely populated areas of Long Island, 
including Nassau. Suffolk, and Queens. Any land use planning currently in existence is 
derived from the Federal Flood Insurance Program and the various maps designating 
flood hazard areas. We will not provide extensive comments on the flood susceptible 
areas and the designated flood plains, although there is extensive research that has 
been done by FEMA and the National Hurricane Center on flooding from the storm 
surge that accompanies hunicanes. The theory behind federal land use planning has 
been to discourage building in high risk zones by not offering federal ffood insurance. 

New York also has the coastal banier zones created by the Coastal Barrier 
Improvement Acts of 1982 and 1990. Moreover, New Yoric State has an Environmental 
Conservation Law at Article 34 and implementing regulatbns that require that no riew 
construction be undertaken in coastal erosion hazard areas. The regulatfons also limit 
reconstruction, alteratfon or improvement within the variance zone if property is totaled 
by a storm. In point of fact, the land use planning aspect of mitigatfon wouM only be 
practical after the catastrophk: loss event. 

BuHding Codes - Cosf Benefits 

The second recommendatfon to accomplish mitigation is enacting and enforcing 
buikJing codes. While a bulging code cost analysis is addressed later in this report in 
the section entitled. "Modeling and Mitigation." we would reference a paper presented 



Digitized by V:iOOQIC 



207 



by Howard Kunsreuther of the Wharton School, "Managing Catastrophic Risks Through 
Insurance and Mitigation." The paper addresses research methodology "for assessing 
the role insurance and other policy tools can play in encouraging property owners to 
take steps to reduce loss from natural hazards. ...Experimental data suggests that 
prop>erty owners are reluctant to incur the up-front costs of risk mitigation measures..." 

At this time, New York State lacks a comprehensive perfbnmance-based statewide 
buikiing code. Bulging codes exist, but they tend to be prescriptive. Present buikJing 
codes are neither dynamic nor responsive to functional or design needs. Hence, 
properties with unk)ue architecture and engineering standards are not required to meet 
dynamk: wind resistance standards, e.g. withstanding a wind k>ad of 150 m.p.h. At a 
minimum. New York shouM adopt a perfomMnce-based buikiing code such as that 
known as BOCA, commonly adopted in most of the MkJdIe Atlantk: states. 

This is not to say that the BOCA code has specificatly adapted to the windstomi 
exposure by requiring anchoring or shuttering. However, it wouki be a baseline 
standard for new constructk>n or reconstructk)n. The BOCA standards allow retrofitting 
and renKxieling to be judged in terms of wind resistance performance. 

In the final analysis, the homeowner needs practical advice on constructing a new 
home or retrofitting an existing property to make it stronger and safer from hurricane 
winds. Another publicatk>n by the Institute for Business and Home Safety entitled. "Is 
Your Home Protected From Hurricane Disaster.** is an example of what a homeowner 
can use, as an interim step until better inf6rmatk)n and analysis can be accomplished 
as to the effteacy of different mitigatbn altematives. to provkJe some practical 
precautk>ns which result in minimizing the home's exposure to wind k>ss. The pamphlet 
discusses engineering systems that withstand wind toss, and the brochure discusses 
the roof, points of wind entry, windows, doors, and garages, and the anchoring of roofs 
to the home and the home to the foundation. The report also provides practical 
gukJance for home inspections. 

As prevkHJSty noted, mitigation measures have not been prioritized based on 
cost/benefit analysis. The scientific and the insurance and business communities are in 
the process of trying to quantify what strategies of retrofit and constructk>n will provide 
the most effective dollar benefit. These efforts shouki be encouraged by every person 
with an interest in mitigation activities. Such efforts are necessary to gain facts that 
wouki replace judgment necessarily relied upon today in detemiining what mitigation 
steps to take. It is to be noted in authoring this report that cost-benefit prbritization of 
fixes is 'B particulariy crittoal step that must be accomplished as an incentive for 
homeowners to begin taking mitigation precauttons. PrioritizatkHi provides a rational 
basis for property owners to undertake mitigative steps and for other stakehokiers to 
offer incentives to encourage the owner to take such steps. 
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Modeling and MlUgetlon 

There are two different sets of models to be discussed that would affect mitigation for 
the purposes of this report: 

1 . simulation modeling of hunicanes and the expected loss impact for different 
portfolios of insured structures in the current buHt environment; and 

2. "Nvtiat if?" modeling of the impact on an individual structure for different 
substantive mitigation actions that could be taken with output that 
consistentiy measures the benefit to the various stakeholders and the cost to 
the indivkJual property owner. 

These nrKxJels are described below: 

1. Simulation Models 

There are a number of sophisticated simulation nKxIels available today from companies 
like Applied Insurance Research. Inc., EQECAT. Inc., and Risk Management Solutions. 
Inc., that are already in use by insurers, reinsurers, capital maricets, rating agencies like 
A.M. Best, and others to assess the risk of loss for large blocks of their insured risks. 
Their focus is on the klentification of expected future hurricane bases for ratemakipg 
and catastrophe exposure management purposes. 

In order to gain an appreciation for the input, the general internal workings, and the 
output of these models, we will attempt to generalize how they go about yiekJing 
expected future hurricane k>sses. 

Input data and Infomfiation 

The following represent the kinds of data and information used by most modelers if it is 
available. 

a) Historical data on the known hurricanes from the historical record, including 
any information on such components as the air pressure or strength of the 
stomn. the size of the eye wall, the shape of the storm and the radius of 
maximum winds, the wind speeds generated in the affected areas, the 
landfall location, the forward speed and direction at landfall. 

b) Meteorological expertise that helps define different components in any given 
hurricane and the resultant impact to various segments of the coastiine and 
the interior. These data will be used to simulate the hurricanes that are likely 
for possible locations of landfall. 

c) Wind engineering expertise that can be used to simulate tiie resulting wind 
fields generated for simulated likely events. 

d) Coastiine definition. 
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e) Type of man-made and natural terrain over which any hurricane would 
necessarily have to traverse and the ten^in's impact on the storm's energy 
and winds. 

f) Structural engineering expertise to calculate the likely vulnerability to the wind 
loads generated by the simulated storms of differently constructed structures. 

g) Information on the built environment, usually including the number of risks, 
their value, the structure's age. a description of types of construction and 
number of stories, and geographic location from an individual insurer's book 
of business. Sometimes this data may be extracted from the modeling 
company's proprietary data bases that include data on structures and their 
value derived from a variety of govemment or private data bases. 

h) Coverage provkJed under the policy for structures, the contents, and the time- 
related coverage for additknial living expense or business intenuption 
expense, any deductibles and limits that may apply. 

i) Historical hurricane claims histories from insurer and reinsurer clients to 
calibrate their theoretk)ai damage curves. 

j) Visits to disaster sites (or studies done by experts who have visited such 
sites) to get data to check expected components of the model against actual 
events. 

Hurricane Simulation 

This, the most guarded and proprietary sectk>n of the models, has received 
conskJerable scrutiny by the Ftorida Commissk>n on Hurricane Loss Projection 
Methodok>gy and its professk>nal team of experts during on-site visits to each of the 
major modelers to delve into the Internal details of the models. To date, three models 
have been certified by that commissk>n: Applied Insurance Research. Inc.; EQECAT. 
Inc.; and Risk Management Sotutk>ns. Inc. 

IndivkJual insurers and reinsurers have also scrutinized these models in consklerable 
detail as well. At least one major insurer has sponsored modeling symposiums for 
groups of regulators to let them meet the modelers, see how their respective models 
were built, ask whatever questbns were important to them, and increase their level of 
comfort in those models. Such continuing diak>gues are to be encouraged, especially 
between New York State regulators and the nuxJelers. 

This portkHi of the nKxieis yiekl both the frequency and severity infbrmatkm on each 
modeled storm. For each storm simulated, the following types of information are 
generated from the simulatkm: 

a) energy level of the storm, either based on air pressure or maximum wind 
speeds at the eye wall; 

b) radius of maximum winds, denoting the diameter of the eye wall for the storm; 
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c) the size and shape of the storm, both at landfall and as it leaves its footprint 
across the landscap>e; 

d) the landfall location, the for//ard speed and its direction at iandfoll, which will 
affect its simulated track ov»r land; and 

e) the frictional effects of natural and man-made terrain. 

In the case of a Monte Carlo simulation, all storms are simulated for an assumed 
number of simulations, say 100.000 possible storm scenarios for any given year, 
whereas those nfKXIelers using stratified random sampling techniques wiN run a smaler 
number of simulations and associate the relative probability of such a ttonfn with it 

Estimating the vulnerability, or damageabllity, fdr stractural types and ages 

a) For each geographic location and for each sinmjlated hurricane, vulnerability 
of the modeled structural types and ages of structure is simulated t>a8ed on 
the simulated wind speed at that location. 

b) "Ground up" damage (assuming no deductible or Kmits on Insurance 
coverage) is calculated for that structure in the model. 

Output from the models 

The modelers determine the aggregated insured portions of the losses from the 
simulated storms for their clients based on the insured portfolio, the coverage limitations 
and deductibles for the respective insured properties, and what level of expected loss 
detail is required for the particular intended usage of the data. 

a) Based on the limit of coverage and deductit>le canied on tfie policy, an 
Insured portion of the damage is determined for each policy or groupirigs of 
policies supplied by the insurer. 

b) For reporting back to the insurer or reinsurer, the modeler wouki accumulate 
the simulated losses for the insured k>ook of business into report detail 
required under their contract, which wouki likely include: 

1) accumulated tosses for all simulated hunicanes by ZIP Code or other 
geographic grouping for temtorial rate making use; 

2) accumulated losses for the "tail" of the distribution for catastrophe 
exposure management use. with the "tail" being defined like that required 
for reporting to the A.M. Best and other rating agencies in temns of events 
equal or larger than that with a 1/100 or 1/250 frequency of occurrence. 
which data are also used by management to measure against their 
benchmark for tolerance for risk of loss of capital or for a certain level of 
acceptability of variability of expected annual earnings; and 

3) for the reinsurer, there is an interest in the expected k>sses in the t>ook. the 
ceded layer, and for the time period of the contract with their reinsured 
company. 
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2. "What if?" Models 



A second model is necessary to make the full leap from expected losses for an insured 
portfolio of risks to kientification of the expected losses for an individual structure. 
Without accounting for the effects of mitigation, models assume classes of structures 
behave the same when subjected to different wind loads from the simulated hurricanes. 
In order to appropriately measure mitigation alternatives for an individual structure, 
nrKxJeiing of the structure's expected damage due to the wind loads for each simulated 
hurricane must be done to get the appropriate benchmark against which to measure the 
impact of altemative mitigation action scenarios. The structural engineering 
underpinning for this type of model requires more structure details than simulation 
models that are used primarily for portfolio analysis. 

Applied Research Associates. Inc.. of Raleigh. NC, claims its nruxjeling program can 
make use of an on-site engineering inspection of a structure to run "what-IT analyses 
that vary the mitigation action for an indivkiual structure and then measure the 
respective benefit-to-cost ratio for such action. Its model incorporates the following 
components: 

a) Facility Selection - specific structures are selected for an on-site inspection 
and the simulation model. 

b) Building-Site Audit Data Collectk>n - data on the specific structural 
components of the structure are collected. 

c) Site-Specific Hunicane Hazard Risks - simulations are run to klentify the wind 
toads and missiles to which the structure would be subjected. 

d) Vulnerability-Loss Analysis for Each Building - vulnerability of the individual 
structure to the wind k>ads. tree blow-down risks, and missiles are 
determined and the expected losses identified for ratemaking and 
catastrophe exposure management purposes. 

e) Outputs of the Model - 

1) Hunicane Hazard Risk 

2) BulkJing-Site Audit Report 

3) Facility Vulnerabilities - to direct wind action and wind-bome 
debris/missiles, kJentifying failures of roof components, of window and 
door openings, of wall components, of structural frame and roof/wall 
connections, and of foundations 

4) Mitigation Analysis and Cost Effectiveness • the capability to handle 
optimal design, mitigation "what-if?" analysis, and benefit-cost analysis is 
of greater relative interest 

5) Integrated Protection/Preparedness Plan 

6) Insurance and Deductible Analysis 
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V. Findings and Recommendations 

A. Findings 

The Mitigation Sut>cominittee concludes that any solution must be of value to all the 
parties impacted. That value should be a direct benefit to the insured and the 
homeowner. Other stakeholders will benefit indirectly. 

At this tinoe, the Mitigation Subcommittee urges that a comprehensive and coordinated 
mitigation plan be developed and implemented in New York with the fbltowing additx)nal 
resources being klentified as integral to successful mitigatk>n of expected future k)sses: 

1. Modeling to assess and define what mitigation strategy(s) will work to 
promote homeowner insurance availability and affordability. 

2. Summarizing the various buiMing materials, products, and engineering 
reports which have proven to provide additional home safety/security. 

3. Using the fundamental principles outlined in FEMA's Project Impact-Bulkiing 
Disaster Resistant Communities mitigation program as a consideratk>n for 
any New York mitigation program: 

a) Communities must buiki a partnership among all elements of the 
community that can work together towards the common goal of saving 
lives and protecting property. 

b) Communities must undertake a program of risk identification so they 
clearly know the magnitude and types of threats they face. 

c) Communities must klentify what they are going to do to mitigate against 
and prepare for these threats and lay out a program to address these 
issues. 

d) Communities must get support to initiate these programs from all 
segments of their population, including the business community. 

U.S. Government (FEMA) mitigation materials reviewed should be distributed to 
residential coastal and other hurricane-exposed homeowners in New York as well as to 
lending institutions, realtors, builders, etc. {Note: The Web site for FEMA is k>cated at 
http:/Awww.fema.gov.) 

1. One recommended publication is entitled, "National Mitigation Strategy: 
Partnerships for Building Safer Communities." 

2. A second recommended publication entitled "Report on Costs and Benefits of 
Natural Hazard Mitigation" (published March 1997). 

We believe the subject of mitigation addresses the need to protect home and family 
against catastrophic exposure of windstorm in the most fundamental sense by provkJing 
individuals with the means to protect property and lives. While land use planning is not 
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a practical answer to most of coastal New York and Long Island, it is certainly a topic 
that cannot t>e ignored. We have found that communities of Long Island have 
functioning emergency preparedness plans. We have found tNsre is exp>erience in the 
role of certification and inspection and eligibility for windstomi coverage through the 
past experience of the New York Property Insurance Underwriting Association. We 
have not t>een able to assess dollar values of mitigation on homeowner policy 
deductibles. CAT premiums, and the overall affordability of homeowner insurance. We 
can intuitively suggest that in every instance the result of an effective mitigatk>n strategy 
wouM be benefk^al to the consumer and all stakehoMers. 

It is critk»l in a coastal market with risk transfierred through deductibles to homeowners 
that the public and private sector alk>w for programs of mitigatk>n which can reduce the 
risk bOHDe by homeowners. 

B. Recommendations 

• Building Codes A critical recommendatk>n of the Panel is adopting and enforcing 
perfomiance-based bulging codes and uniform building codes throughout coastal 
New York and New York State. Enforcement at the k)cal level is essential. 

• Effective Mitigation Incentives There is a need for a range of public and private 
incentives to encourage homeowners (of existing homes) and home buiMers and 
buyers of new homes to retrofit or purchase homes which offer protectkHi against 
the exposure of hurricane and high wind k>ss as well as other exposures related to 
living in coastal areas. 

• Public sector solutions shoukJ include tax incentives for mitigatk>n of k>ss. 
These shouM include exemptkm from real estate tax assessments on 
improvements and real estate tax reductk)ns to reflect the value of mitigation, 
sales tax incentives for approved or certified retrofitting of existing homes, 
and income tax credits for purchasing or retrofitting existing homes. 

• Requiring a certain wind resistant performance standard before coverage 
wouM be avaiiable in the New Yori( Property Insurance Underwriting 
As8octatk>n remains a public incentive for mitigatkHi that couM be transfierred 
to private sector insurance In tenns of encouraging undenMlting ak)ng the 
coast or underwriting with varying martcet deductibles or premkim credits. 

• An economic strategy shouki be put into effect by insurers to ensure that 
mitigatkxi is a reasonable and economical choice for the coastal homeowner, 
buyer, or buiMer. 

• Coofdination at ttie State Level Government activities in the area of mitigation 
shouki be coordinaled. ak)ng with the mitigatk)n resources of insurers, financial 
institutions and tiie private sector (e.g.. home buikling suppliers selling materials and 
products to retrofit existing homes). 



Digitized by V:iOOQIC 



214 



• R«M«fch and D«v«lopnrMnt 



• Acoess to and support of research arxi development of building products and 
techniques should be encouraged. 

• A consistent nieans to evaluate the beneficial impact of mitigation actions and 
their cost to the consumer needs to be implemented. 

• Development of cost-effective and damage reducing building products and 
techniques for new construction and retrofitting to existing structures should be 
tailored to the specific risk's characteristics. 

• A standard means of measurement using computer nKxieling and expert 
opinion can determine risk of \on for the indivkJual property and for the 
community as a whole and the cost/benefit of taking mitigisitkHi actbns. 

Awareness All the stakehoMers. beginning with the property owner, need to be 
made aware of the risk of loss for each k)cation and what can be done to lessen it. 
Public awareness campaigns to convince property owners that mitigation is the right 
thing to protect their families, their possessions, and their community can be 
developed. Pamphlets and other materials should be produced to describe the risk, 
including a general assessment for the individual and for the community in which 
they live. 

Education In addition to buiMing an awareness of the threat, there is a need for all 
the stakeholders to know where and how to build structures, given the risk of k>ss 
from likely natural hazards. Understanding the reasons for mitigating and the impact 
of taking action are important parts of the education process. 

• Education shouki be targeted to the stakeholders, consumers and their 
children, builders and inspectors, insurers and reinsurers, and regulators and 
others swom to uphokl the public's trust. 

• Educatk>nal material could include "how-to" guides on where to buiM and how 
to build new or strengthen existing structures to withstand loss. 

• Educational efforts could also be directed to the benefits and costs of taking 
alternative mitigation actk>ns. the various methods of financing mitigation 
action. kJentifying intangible benefits of mitigatk>n to the owner and occupants, 
and mitigation's impact on availability and affordability of homeowner 
insurance in hurricane-exposed regions. 
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CAPITAL MARKETS SUBCOMMITTEE REPORT 

The members of the Capital Markets Subcommittee are: 

John Cashin Willis Faber North American. Inc. 

John Freedman USAA 

Marsha Cohen Reinsurance Association of America 

Mary Lanning ML & 6 Associates 

Steve Wietlisbach Travelers Insurance Company 

Ross Davidson USAA 

I. What is a Capital Marlcets Solution? 

Traditionally, the insurance markets (primary insurers and reinsurers) have provkJed 
financial capacity through contractual obligations to pay polk:yhokler claims and claim 
adjustment expenses related to catastrophic events. Provklers of capital for such 
capacity have included investors in common and preferred equity instruments issued by 
insurers, and "investors" who dedicate capital to support reinsurance contracts entered 
into directly or through brokers or various insurance exchanges. Risk diversifk»tk>n 
has been accomplished through vartous pooling arrangements among insurers, 
reinsurers and direct investors which allow spreading of risk concentratk)ns so that no 
one insurer need be overly exposed to a single risk or group of risks. Nonetheless, 
however effective in spreading risk and improving the use of insurance capital, these 
pooling arrangements still rely on the capital available from traditk)nal insurance 
sources. 

Insurance has long been thought of as a specialized area of investment reserved for 
insurance professionals. The gulf between investors who were comfortable with 
insurance risk and those inclined to the more straightforward fixed-income and equity 
maricets was wkie and infrequently bridged. Catastrophe exposures have increased 
dramatically over the past decade raising concems that addittonal capital beyond that 
available from traditional insurance sources is needed to effectively deal with mega- 
events. Fortunately, over the past two decades, several devek>pment8 lakl the 
groundworic to nanx>w the gap between the insurance and traditional capital markets. 
This has resulted in traditional debt and equity investors being more amenable to 
committing a portk>n of their portf6lk)s to direct coverage of catastrophe exposures. 
These developments include: 

• Principles of mathematics, statistics and finance have merged to devetop 
technk^ues to measure risk and to structure optimal risk-adjusted return 
''portf6lk>s" of assets and liabilities with dissimilar or complementary risk 
profiles. 
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• The application to financial securities of traditional risk management 
instruments and techniques used for centuries in the commodities and 
cunency maricets gave rise to nrKxiem financial engineering. Financial 
engineering aHows any economic interest to be dissected into discrete 
elements and regroups the resulting pieces to fonn new instruments that fit 
particular investfnent characteristics to an investor's unique need. 

• The ensuing ability to measure and price options, futures and swaps 
imbedded in financial securities has also played a major role in this financial 
martcet evolution. 

• The scientific measurement and docunnentation of the dinnensions of natural 
disasters and the accumulation of lar]ge volumes and tinne series of related 
information regarding natural disasters has made possible the simulation of 
loss experience in various natural disaster scenarios. 

• The advent of more powerful computers has allowed the development of 
more sophisticated simulation software for modeling natural disaster 
exposures on a grand scale. This allows investors to step above individual 
events and gauge the return and risk characteristics of classes of financial 
assets and liabilities as they apply to funding natural disaster exposures. 

• Technkfues have been devetoped to measure and categorize economk: 
interests with similar risk characteristics, and package the rights to the cash 
flows related to those interests into standardized financial instruments that 
can be traded. Notable examples are mortgage backed securities, various 
derivative securities and other asset backed securities. 

• Independent rating agencies, mari^et makers, sellers and buyers of securities 
have acquired these skills so that all elements of a viable market are aligned. 

Using these technk^ues, any contract or group of contracts that convey economic 
benefit or incur economto obligation (such as insurance contracts) can be quantified 
and dealt with in fundamental, common temis. Further, the risk, or the variability or 
uncertainty of future economic performance, can be quantified and managed, 
regardless of the source of that risk. 

Insurance regulators have begun to acquire the above-mentk>ned skills and are 
t>eginning to recognize and accommodate financially engineered instruments used to 
manage catastrophe exposures in the laws and regulations that govern insurance 
solvency and investment. 



Digitized by V:iOOQIC 



218 



A. Current Approaches to Capital Markets Support of Insurance Risks 

Capital market approaches to funding catastrophe exposure vary broadly and are 
described by many terms that are proprietary and unique to their inventors. However, 
they each have fundamental characteristics by which they can be described and 
evaluated. These include: 

• function (risk transfer or financing); 

• timing (pre- or post-event funding); 

• the market segment provkling capital (investment, insurance); 

• the manner in which the covered risk is measured (index. indemnificatk>n); 

• the legal structure (security, private placement or insurance contract); and 

• the manner of offering, distribution or sale of the securities (private or public). 

These characteristics, along with various "deal" features can be combined in unlimited 
ways to produce a variety of catastrophe funding instruments. Basic categories of 
capital maricets catastrophe funding instruments are described below. Each may be 
structured differently to meet the varied needs of the cedent, investors, and regulators. 

1 . Liquidity Facility: These instrunients provide cash to pay claims and expenses 
related to catastrophes. By their nature, they are a fomn of financing, to be 
repaid within a defined period with interest. These facilities may or may not be 
secured, but generally they rely on the creditworthiness of the borrower for 
repayment. Commercial banks typically provkle such facilities. They may be 
committed (with dedicated capital backup-4or a fee) or uncommitted (as 
available) facilities. Funds are distributed upon specified occurrences, whk:h 
may include the nature and magnitude of the event and whether a material 
adverse change (MAC) has occurred to the party obligated to repay. 

2. Securitization: In general, this is a method of combining ownership of assets or 
rights to economic value from indivklual contracts into an investment contract 
The underlying asset or contractual right is the source and collateral for 
repayment. As such, the economic risks and rewards of ownership ftow though 
to the ultimate investor in the security. Assets or contracts are typically heU in 
trust for the benefit of investors and cashflow therefrom is disbursed under 
contractual temns for payment of investment obligatk>ns. 

A typical structure used to apply principles of securitization to the funding of 
catastrophe exposure includes granting to investors certain rights to cashflow 
(premiums) from a reinsurance contract between one or more primary insurers 
and a special purpose reinsurance company (SPRC). This SPRC is fomned for 
the sole purpose of reinsuring the exposure to be funded by capital provkied by 
traditk>nal capital mari^ets investors. Investors purchase securities firom this 
SPRC. the proceeds from which are held in trust and invested in high-grade 
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securities. The funds held in taist may be released to cover costs related to 
catastrophes per the temis of the reinsurance contract. To the extent not used 
under the temis of the reinsurance contract, funds may be used to pay 
obligations to investors. Interest from the assets held in trust and premiums from 
the reinsurance contract are sufficient to provide a retum to the investors in the 
SPRC for the repayment risk assumed in the transaction. Through financial re- 
engineering, rights to the cashflows from the reinsurance contract and the 
interest from assets held in trust may be stratified and prioritized such that the 
temis of some of the securities include a full contractual obligation to repay 
principal and interest and other securities may carry only a contingent obligation. 
Based on cunrent U.S. tax law. the economics of these transactions require that 
the SPRC be incorporated and operate in a non-U.S.. tax-advantaged 
jurisdiction. 

Nationally recognized credit rating agencies have begun to evaluate the risks 
attendant to some of these structures and have awarded investment or non- 
investment grade debt ratings to the related securities. With some few 
exceptbns. state insurance regulators generally view the securities related to 
these structures as investments and not as Insurance contracts. The NAIC 
recently deckled to award risk-based capital bond classification status to such 
securities that receive a fixed-income rating from a Nationally Recognized 
Statistk»l Rating Organization (NRSRO). This will cause investments of this sort 
to be more attractive to insurers because they will have to hokl less capital to 
support them. 

Options, Futures and Swaps: These structures, generally known as derivatives 
and used for centuries in the commodities, insurance and currency maricets, 
have been increasingly applied to financial instruments of various fomis over the 
past two decades. 

• An "option" is the right to acquire from, or transfer to. another party 
economic control of an asset or obligation upon the occurrence of some 
future event. Catastrophe options can be traded directly (e.g. catastrophe 
options traded on the Chicago Board of Trade) or they can be integrated into 
other instruments (e.g. a contingent surplus note includes a put option that is 
exercised only upon the happening of a specified event). Options to fund 
catastrophe risk may operate with reference to indexes of loss or can be 
based on the loss experience of an individual insurer or reinsurer. 

• A "future" is the right to acquire an asset or assume an obligation or stream 
of cashflows at stated values at some future date. Futures are implicit in 
various fonms of pre-funding of catastrophe exposures. For example, the 
agreement of a SPRC to fund a stated percentage of an insurer's losses 
upon the occurrence of a catastrophe is a form of future. Futures contracts 
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can also be traded based upon a catastrophe index allowing for hedging of 
future risks. 

• A "swap" is an agreement to exchange one basis of value of. or Income 
from, an asset or obligation for a different basis related to another asset or 
obligation. As applied to funding catastrophe exposures, swaps can be used 
to exchange the value of one regional catastrophe index for the value of 
another regional catastrophe index, thus allowing for diversification of risk 
without having to enter into the underlying insurance contracts directly. 

4. Surplus and Capital Notes: These are special forms of debt instruments whk^. 
due to restrictions on their repayment terms are accorded certain degrees of 
equity treatment for insurance solvency regulation purposes. The rules 
governing these instruments are included in state insurance law and regulations 
which generally confonm to model laws, risk-based capital formulae and 
accounting treatment adopted by the National Association of Insurance 
Commissioners. To qualify as a Surplus Note or a Capital Note, debt 
instruments must meet certain criteria as to maturity, amount outstanding and 
the financial condition of the issuing insurer. Repayment of principal and interest 
on Surplus Notes requires advance approval, subject to specified criteria, of the 
chief insurance regulatory official of the state in which the insurer Is domiciled. 
Capital Notes do not require advance regulator approval for payments of 
principal and interest as long as certain conditions are maintained. 

Qualifying Surplus Notes are listed in the insurer's capital account and are 
deemed as Surplus for various regulatory solvency ratios, including minimum 
legal capital cak^ulations. Qualifying Capital Notes are listed as debt on the 
insurer's balance sheet, but are added to surplus in determinatk>n of an insurer's 
risk-based capital calculation for minimum regulatory capital purposes. 
Issuance of Surplus Notes is commonly provkled for under many state laws. 
The regulatory parameters goveming the issuance of Capital Notes have only 
recently been adopted by the NAIC. Enabling legisiatk>n or regulatk>ns may be 
required to allow issuance of Capital Notes in a particular state. 

These instruments can be issued by an insurer in advance of a catastrophe to 
pre-fund exposures or an insurer can enter an agreement to issue these 
instruments on a contingent funding basis as a post event funding mechanism. 
In either case they represent important tools for accessing the capital markets for 
catastrophe exposure funding. 

5. Non-Traditional, Expanded Reinsurance: Variatk>ns on traditk)nal forms of 
reinsurance have emerged in response to the need for insurers to meet 
regulatory requirennents. qualify for favorable accounting treatment and attract 
additional investors to fund catastrophe exposures. To the extent that ttiese 
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variations actually expand existing or attract new sources of capital to funding 
catastrophe exposures or facilitate niore efficient deploynient of existing capital 
they may also be viewed as capital market solutions. 

Using the at>ove techniques and instruments, cedants and investors now enjoy a 
continuum of opportunities to access and employ investment capital. Capital can be 
accessed by cedants and employed by investors on a contingent, debt capital, equity 
capital and pure risic basis, with gradations between each of these points on the 
continuum to allow specific tailoring of transactions to unique needs. Investors and 
cedants have become very sophisticated in the structuring of portfolios of assets and 
exposures with various complementary risk characteristk». Cedants have become 
comfortable with capital maricets instruments and investors have begun to accept 
natural disaster catastrophe-linked securities as a valuable part of their portf6lk>s. 

B. Sources of Capital 

Introduction/Background 

Traditk>nally. insurers provkiing personal lines coverage in New York State have relied 
on a combination of their own financial resources and/or the resources of the 
internatk>nal reinsurance mari^et to absori} potential hurricane bsses. The $16 billion in 
insured toss caused by Hunicane Andrew provkied a wake up call to insurers 
nationwkle. The mounting insurance exposures due to sustained coastal development 
and rising real estate values drove potential tosses beyond the capacity of tradittonal 
insurance and reinsurance martlets to absorb. 

New Yort( State's coastal exposures have been steadily increasing over 60 years since 
the 1938 hurricane. Losses from the potential one-in-86-year storm would be in excess 
of New Yori( premium, i.e.. loss of $3.6 billion. It wouto take 86 years to recover at a 
constant premium tovel. Altematives are: 1. raise rates; 2. buy reinsurance to reduce 
the retained toss; 3. develop new capital maricets products; 4. continue present trend to 
develop new multi-year financial products with reinsurance and capital mari^ets 
features. With total U.S. insurance capacity of an estimated $268 billton, the insurance 
industry has begun to took to the U.S. capital mari^ets for alternative capacity. 
Insurance securitizatton offers insurers access to the estimated $17 trillion in capital 
maritets capacity as a supplenient or alternative to traditional capacity for risk transfer. 

The Range of Risk Capital Sources 

The general investment capital maricets are the main source for capital maricets 
insurance products. Catastrophe insurance exposures primarily are securitized by the 
approximately $300 billton of insurance company stockhotoers' surplus. The capital 
maricets initiative proposes that a portton of the catastrophe martcet exposures - those 
with the towest likelihood of toss at toast - can be securitized by the $16 trillton of the 
general investment capital mari^ets. The initiative is to supplement the insurance 
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securitization for low frequency, high severity events. 

The investment capital nnarkets themselves are segmented. All segments of the 
markets have been facing the problem of finding a sufficient supply of investment 
vehicles to sen^ice the yield requirements of their capital. Some of the investors are 
willing to look outside of traditk>nal vehicles to find new avenues of investment. They 
are willing to trade off higher yiekj not only for higher risk, but also for innovation risk • 
partk:uiarty for non-correlative investments. Catastrophe insurance capital martlets 
instruments provkle attractive investment opportunities to this segment of the general 
investment capital martlets. This segment sees appropriately rated instruments with 
attractive yiekis and zero beta correlatk>n. 

The insurance entities placing these instrunnents are securing k>ng term strategic price 
and capacity stability. 

C. Benefits to Cedants 

Expansion of capital mari^ets funding aKematives for catastrophe exposures has 
proceeded rapklty, as investors have become more comfortable with assessing the 
catastrophe risk of partkxjiar cedants. At the same time cedants have devek>ped the 
ability to assess the benefits and prefierred structural characteristics of alternative 
funding proposals. The benefits to cedants can be categorized into the fbltowing broad 
groups. These benefits may be present to a greater or lesser degree, or may not 
pertain at all to a specific structure, depending on the terms and conditk>ns of the 
particular deal. 

1. Diversification of Sources: Additbnal sources of risk capital have been 
generated by these transactk)ns over and above the traditk>nal sources of 
insurance risk capital. This benefits cedants by provkling greater stability of 
funding sources and greater security that cedent programs can continue through 
strong and weak markets. 

2. Reduction or Eiimination of Credit Risk: Several of the above structures are 
designed to be bankruptcy renrrate or. due to their pre-fiinding of capital at risk, 
are not subject to credit risk at all. Accordingly, the funds to pay for claims wA 
be available regardless of the financial conditk)n of the original investor or the 
cedent, thus eliminating paynrtent or credit risk inherent in traditk>nal post funded 
transactk>ns. 

3. Additional Capacity: The ability of cedants to attract other risk capital to support 
catastrophe exposures frees up existing capital to support additk>nat tHJSiness. 
Depending on the cost of the new capital and the ability of the oedant to recover 
that cost In the rates charged for coverage, this can increase the appetite or 
capacity of the cedent to write more business, including business In catastrophe 
prone areas. 
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4. MuKi-YMr Coverage: Traditional insurance and reinsurance contracts tend to 
be single year. On the other hand, traditional capital niarfcets instruments have 
maturities ranging from days to decades. As capital markets become more 
amenable to funding natural disaster exposures, multi-year contracts will become 
more common. This will reduce costs and complexity to cedents of issuing these 
instruments and will allow greater flexibility and stability in structuring 
catastrophe management funding programs. The availability of multi-year 
funding may in time influence development of longer-term coverages that could 
further stabilize the market. 

5. Clean and Definable Trigger: Capital market investors require relattvety simple 
terms. The conditk>ns under which funds are released from the trust in a 
securitized transactk>n must be clearly defined to minimize confusion and 
differences in interpretatk>n. This couM reduce contract disputes and related 
legal uncertainty and administrative delays. 

6. Prompt Claims Payment Traditk>nal insurance arrangements can experience 
administrative and legal delays in payment, which coukl result in defaults that 
can impact the rest of the market. These structures tend to be less subject to 
interpretatk>n and delay. As such, cedents are pakJ more quickly. 

7. Stable, Transparent Pricing: Traditk)nal capital markets tend towards being 
efficient This results from the fact that securities and derivatives markets are 
characterized by relativety standardized contracts, with broad participation and 
are very competitive in their pricing. As the capital maricets evolve in their ability 
to assess natural disaster exposures, they will tend to eliminate information 
banriers to entry and resolve irrational pricing. Rating agencies assist in this 
process by evaluating the investment and claims paying risks associated with 
various structures, thus alkiwing for more consisterit, efficient and stable pricing 
of risks. Cedents will benefit over traditional insurance maricets from this more 
open and competitive environment for risk capitat. 

D. Benefits to Policyholders 

PoTicyhokiers of primary insurers benefit from capital maricets funding of exposures to 
the extent that additional capacity and efficient pricing tianslate into: 

1 . improved availability and affordability of catastrophe insurance. 

2. greater solvency of the insurer, and 

3. enhanced stability of the market for primary insurance. 

The v^lingness and continuing ability of primary insurers to provkle catastrophe 
insurance, and. tiierefore. the ability of polrcyhokJers to obtain and afford such 
coverage, can be enhanced if these maricet efficiencies can be transfierred to the 
policyhoMer. This presumes that pricing of capital markets instilments will be seen as 
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acceptable to regulators In the rate making process. If insurers are required to bear a 
portion of such costs and are not able to pass them to policyhoideffs in pricing, 
availability will not be improved. Solvency of insurers wiN be enhanced to the extent 
that capital markets can truly bear some of the risks that are cunvntiy wtiolly borne by 
the insurance industry's capital base. Insurers will also tend to be more solvent due to 
the transparency of pricing of the risk capital emptoyed to cover catastrophic exposures. 
This shoukJ force more consistent, rational pricing of such risks, to the extent the 
regulatory process alk>ws. DIversifk^tkHi of capital funding sources, nruilti-year 
coverages, and more stable and rational pricing shouM wortc to stabilize the market for 
primary catastrophk: coverage, which will directly benefit polk^yhokJers. 

E. Benefits to Regulators 

Regulators represent the interests of polk:yhoklers. As such, they focus on the ofllen- 
conflkiting goals of affbrdability and availability of insurance and the solverKy of 
insurers. Thus the benefits ascribed to cedents and polk^yhoklers wiH also accrue to 
regulators. Concem about the solvency of insurers shoukJ make the risk-transfer 
features of capital maricets solutbns and the additkMial source of risk capital offered 
thereby especially interesting to regulators. Regulators may also benefit from the 
efTident pricing of natural disaster exposures in their ratemaking processes. Over time, 
capital maricets tend to price risks rather dispasskmately and effidently. Such an 
impartial pricing mechanism can provkie and additkHial benchmartc for rates for 
catastrophe coverages. 

F. Reasons for Investment 

Capital mari^ets investors are attracted by the yfekj/value. portfolk) diversificatkxi 
benefits and Ik^ukiity of catastrophe funding instruments. Although indivklual deals may 
be structured as risk transfers, capital maricets partk:ipants wiN require portfofios of 
insurance risk to yiekl a fair return on. and eventual return of. capital over the k>ng nm. 
Investment practice has evolved from an individual transaction orientation to a k>ng- 
term, risk-adjusted, portfolk) yiekj orientatk)n over the past two decades. Risk profiles 
of catastiophe-linked securities are generally perceived as not being correlated to risk 
profiles of more traditbnal capital maricets Investinents. As such, they provkto 
important diversification benefits when combined in a broadly diversified portfoNo of 
fixed income and other equity investfnents. In addition, as nrrare capital markets deals 
are done, the ability to diversify portfolios of natural disaster exposures across a t>road 
range of geographies, perils and stiuctures will allow greater diversification within ttus 
asset class. Investors are also interested in the Ik^uidlty of their investments. The 
lk)uklity of the maritet for catasti-ophe linked securities will devek>p as more transactions 
of size are compfeted and Wall Street firms begin making a secondary market in these 
securities. 
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G. Investmant Criteria 

For the instruments to be attractive to investors they must meet four criteria: 

• Adequate reward 

• Low risk 

• Fungibility 

• Low correlation to other investfnent vehicles. 

The underlying assessment of the physical risk has been the key to establishing the risk 
reward character of these instruments. In the example of the USAA bond offiering. 
analysis of hurricane probabilities conducted by Applied Insurance Research (AIR) 
showed that the probability of k>ss was less than 1%. This research was reviewed by 
the rating agencies, which applied it in turn from a credit rating perspective - i.e. they 
used the AIR evahiatbn to underpin their assessment of the likelihood of the bonds to 
perfbnn for investors. In this context, the USAA bond offering itself was engineered to 
respond to diffisring investors' appetites. It was split into two parts: a tranche that was 
substantially at risk and was rated accordingly (Moody's Ba2), and a tranche whose 
retum was virtually guaranteed (Mood/s Aaa). with returns that reflected the relative 
risks. 

Catastrophe bond instruments at present are not highly fungible - in large part because 
of the paucity of supply. The USAA placement - and others - has shown an increasing 
appetite on the part of investors. The yiekJs on the USAA instruments are somewhat 
higher than those of other Instruments which are technically similar - as well as being 
somewhat nrK>re expensive than the cost of traditbnal reinsurance - in part because of 
their kw fungibility at present. Please note that mortgage-backed securities undena^nt 
a similar transitbn after they were introduced to the maricets in the 1970's. It took 
neariy a decade for the maricet to develop - both from a supply and investment 
perspective - and become \iqu\6. 

The structure of the transactk>ns placed to date has been key to their acceptance by 
the rating agencies and by the capital maricets. Generally speaking, they have been 
structured to compartmentalize the deals into tow risk, tower retum porttons and high 
risk, high retum porttons. The high risk elements are first to respond to toss and are 
exposed In some cases to toss of principal. The tower risk elenients usually hokj the 
portton of capital that provides investment fk>w for the transactton and are subject to 
tovestment rate retum risk. 

H. Legallmpedimente 

As promising as securitization of insurance risk has been in accessing the capital 
mari^ets for catastrophe exposures, there are significant unresolved legal baniers to 
expanding this maricet and making it generally available to insurers. Existing federal tax 
and insurance regulatory issues (discussed betow) require comptox structures to make 
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these transactions economic. This has retarded the proliferation of an ottienAnse 
promising market. As a result, many securitization transactions are private, highly 
structured and involve only a few sophisticated investors. Recent large transactions, 
which have k)een structured to successfully navigate a path through complicated state 
regulatory issues and have avoided federal tax Issues, are encouraging exceptions to 
this pattem. Legal and regulatory processes have begun to address these issues, but 
significant barriers and uncertainties remain. 

In the capital markets. Investors tend to shy away from very complicated structures. At 
a minimum, they charge a premium for doing a complicated deal because the risks are 
so difficult to assess. In addition, the number of sophistk^ted investors wtK> have the 
resources to undertake such transactbns and the undertying risks they fund is very 
limited. Complteating these transactk>ns further Is the specialized legal and tax advice 
needed to structure these deals. All of these factors add to the cost and reduce the 
potential success of any particular transactk>ri. If federal tax and state regulatory 
uncertainties and impediments are removed these transactions will become simpler and 
less costly. This will allow a greater number of insurers, including smaller insurers, 
access to the capital martlets to cover their catastrophe exposures. 

Some investors rely on public ratings to valkiate their own internal risk assessments. 
Some are required by law to invest in securities with such ratings. The fed that rating 
agencies can now rate catastrophe exposure funding transactk>ns adds immeasurably 
to the willingness and ability of investors to dedk^te a portk>n of their portfolk)s to 
natural disaster risk funding. Moreover, rating agencies can give impetus for regulatory 
comfort with these transactk>ns. For example, recently the NAIC awarded bond risk- 
based capital status (versus equity status which cames a much higher capital 
requirement) to principal and/or interest at risk catastrophe-linked securities hekl for 
investment by insurers as long as those securities have acceptable det>t ratings from 
publk: rating agencies. This will be an important factor in the ongoing ability and 
willingness of life insurers to invest in these transactions. 

1. Federal Tax Issues: From a federal tax viewpoint there are several issues that 
result in catastrophe-linked securities being extremely complicated and costly to 
structure, maricet and administer. Most of these complications and costs derive 
from issues that need to be resolved to achieve the bask: tax goal of these 
structures— to avokl an entity level tax on the investors' return on the securities. 
Some additkKial issues arise out of whether the SPRC. the martceters of the 
securities and the investors in the securities issued by the SPRC are conducting 
insurance business and therefore are subject to state insurance licensing and 
other insurance regulatory requirements. Suggestions are presented betow. 
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The federal tax issues revolve around three basic uncertainties: 

• whether the issuer of the securities (the SPRC) is an insurance company 
under state insurance codes, 

• whether the SPRC is in the trade or business of writing insurance, and 

• whether the securities are debt instruments or "sonnething else" for 
federal inconne tax purposes. 

If the insurer is fbmied In the United States and is considered to be an insurance 
company, it may be a "per se" corporation. In that case, at a minimum, the retum 
earned by equity investors in the SPRC would be subject to an entity level tax. 
Compounding the problem is uncertainty about whether event risk debt instruments 
issued by the SPRC are debt for federal income tax purposes. If they were 
considered equity in the SPRC. the SPRC would not be entitled to a deduction for 
interest paid thereon. This would make the securitization uneconomic. 

For these reasons, the SPRC in recent transactions has been fonned in a foreign 
jurisdictkm. If it is conskJered to be in the insurance business, the corporation 
receives fixed, determinable, annual or periodical ("FDAP") income or it is engaged 
in a U.S. trade or business. The Contract Payment is treated as FDAP and the 
SPRC pays U.S. tax on it. The SPRC's activities are structured so that it does 
virtually nothing in the U.S.. except possibly selling its securities. Accordingly, it 
wouki not be engaged in a U.S. trade or business. 

The problem with this structure is that it brings substantial inefficiencies to the 
transactk>n. Since great care must be taken to avoid U.S. trade or business Issues, 
meetings and communications all take place outside the U.S. This is cumbersome 
for the sponsor. From the investor's standpoint the Event Risk Debt Instruments 
may be considered equity in a passive foreign investment company ("PFIC"). As 
such, the investor will be subject to PFIC's anti-defen-al regime or be required to 
make a qualified electing fund ("QEF") election. Either possibility departs from the 
nornial federal income tax treatment of a debt instrument. This, in turn, reduces the 
economic efficiency of the structure. 

Suggestions: The U.S. Treasury should be encouraged to address the following 
federal income tax issues so catastrophe-linked debt securities can be efficiently 
structured to permit U.S. insurance companies and other SPRCs to use the capital 
maricets to fund natural catastrophe exposures. The intent of these changes would 
k>e to designate SPRC's as pass-through entitles that would not be taxed as a 
separate corporation. 



Entity Classification: The Treasury should provide, through regulations or a 
published ruling, that an entity that enters into a single contract to insure risk is 
not a per se corporation. This change is warranted because such activity should 
not rise to the level of a Irade or business" (see below). Nor should it be 
conskiered an "insurance company" because there are none of the normal 
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indicia of an insurance company. The SPRC does not write insurance policies 
other than the single contract. It is not regulated as an insurance company 
under state law. It has no insurance agents or employees. Accordingly, the per 
se classification of insurance companies should not extend to such one time 
securitization vehicles. As a corollary, the Treasury should provide, through 
regulations or a published ruling, that an individual or entity that purchases an 
Event Risk Debt Instrument does not become a per se corporation or other entity 
merely by holding such an instrument. 

Trade or Business Issues: The Treasury should provide, through ruling or 
regulation, that a corporation, other than a per se corporation, organized outside 
of the United States that enters into a single contract to assunne the risk bome by 
another party shouM not be treated as t)eing engaged in a trade or business in 
the United States. The rationale here is simply that a sole act. perfbmied in 
connectk>n with a corporation's fonmatibn. shoukJ not give rise to a trade or 
business. In other words, the mere act of writing the contract is not sufftoientty 
"regular or continuous" to attract U.S. tax. 

Stock or Securities Safe Harbor: The Treasury shouM. through regulations, 
clarify that Event Risk Debt Instruments, are "securities" under sectk>n 864(b)(2) 
of the Internal Revenue Code (the "Code"). As such, a foreign corporatkHi or 
partnership that "effects transactions" in such instruments woukj not be treated 
as being engaged in a U.S. trade or business. This change is important to 
penmit an SPRC that is a U.S. person to issue Event Risk Debt Instruments to a 
foreign corporation or partnership that, in turn, sells securities backed by such 
instruments to the public. Such a ciarifk^ation would be very helpful in 
persuading state insurance departnients that Event Risk Debt Investfnents are 
not the business of insurance, an area of sufficient uncertainty that the mariceting 
of those securities in certain states has t>een avoided. 

Nature of the Event Risk Debt instrument The Treasury shouM provkle. 
through regulation or a published ruling, that interest payments on Event Risk 
Debt Instruments are not excluded from the portfolk) interest exemptkHi from 
U.S. federal withhokjing tax by virtue of sectk>n 871(h)(4) or 8810(4) of the 
Code. Although there is no single definitk>n of debt for U.S. federal income tax 
purposes, it is often described as an unconditional promise to pay on demand or 
on a specified date a sum certain in return for an adequate conskteratk>n in 
money or money's worth. Accordingly, when it is uncertain how much of the 
principal amount on a security will be repaki because repayment of the security 
is dependent upon a contingency outskie of the control of the SPRC. as here, it 
is not entirely clear under current law that what one has is debt. Nevertheless, 
there seems to be no policy reason to treat interest on Event Risk Debt 
Instruments as contingent or to not treat such amounts as interest. Instead, 
efficient securitizatbn of event risks shouM be facilitated by clarifying the 
treatment of interest on Event Risk Debt Instruments. 
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Nature of Premium Payments: The Treasury should clarify, through regulation 
or a proposed ruMng. that payments received by entities that enter Into a one 
time contract to insure a third party against a specified risk are treated as 
insurance premiums on a single insurance contract, that are sut)ject to U.S. tax 
as insurance premiums. This would provide further indicia that the SPRC has 
not engaged in a trade or business in the U.S. on a continuing basis. 

State Regulatory Issues: Securitization transactions result in the sale of 
securities under the various state laws. Due to their linkage to the insurance 
business, several insurance regulatory issues have had to be addressed in 
structuring these transactions. 

• Insurance Department Approvals: Recent large event risk 
securitizatk>ns have required state Insurance department approvals or 
opink>ns on a number of items to ensure a positive federal income tax 
outcome and to avokl potentially costly and complicated lk:ensing and 
registratk>n requirements for the SPRC. These items include: 

• The securities wouM not be deemed insurance contracts, insurance 
policies or reinsurance contracts. 

• The hokJers of the securities wouki not be deemed to be doing an 
insurance business or to be insurers or reinsurers by virtues of the 
securityhokiers' purchase, ownership or holding of the securities. 

• Accordingly, the securityholders wouM not be required to be licensed 
as insurers or reinsurers by virtue of the securityholders' purchase, 
ownership or holding of the securities. 

• There is no basis under the insurance code why the securities are 
not enforceable in accordance with their terms. 

Most, but not all state departments agreed with these statements via 
private rulings or opinions. The securities were not mariceted in those 
states that dkl not confinm these statements. 

Suggestion: Codification of the above positions woukJ remove any 
uncertainty as to future treatment of these types of securities, would 
reduce the administrative delay and cost associated with obtaining state- 
by state approvals for future deals and would create a favorable climate 
for the evolution of this important mari^et. New Yori( may also be a 
positive influence to other states to do this either through the National 
Conference of Insurance Legislators or the National Association of 
Insurance Commissioners. 

• New York Risk-based Capital treatment: Governor Pataki has 
submitted a Governor's Program Bill for risk based capital (RBC) 
standards for property/casualty insurers. The treatment of catastrophe- 
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linked debt securities in the determination of risk-based capital of an 
insurer that invests in these securities has been addressed by the NAIC. 
The result was that such securities rated by a nattonatiy recognized rating 
agency as debt would be accorded favorable bond treatment. This 
removes significant barriers to Life and P&C insurers acting as investors 
in these securities. New York may need to specifically address this issue 
in Its own minimum capital requirements. 

Suggestion: Since New York has not yet adopted the NAIC risk-based 
capital reginne. it wouU be helpful to ensure that any adverse treatment in 
determining minimum regulatory capital under New York RBC wouU be 
likewise removed. 

Future State Regulatory Issues: If the Treasury Department agrees to 
accommodate the fomiatk>n of SPRC's in onshore U.S. on a tax- 
advantaged (pass-through) basis, there may be issues of how those 
entities are dealt with under state regulation and taxatkm. Any effort to 
impose new state and local taxes on these entities wouM have simitar 
chilling effect on their economic viability, as do federal taxes now. 

Suggestion: When and if SPRC's are granted pass-through domestic tax 
status at the federal level, states shoukl also recognize SPRC's as pass- 
through entities for premium taxes and other state corporate taxes. New 
York can again provide leadership for such an effort through regulatory 
and legislative trade associations. 
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II. Survey of Transactions Involving Capital Markets 

A. Privata Capital Market Initiatives 

Baclcground 

Both the private maricet and government-created funds use capital martcets in order to 
distribute catastrophic rislc. Capital maricet involvement in providing capital to the 
insurance maricetplace has existed for decades in the form of publicly traded insurance 
companies. K is only in recent years, after the dramatic rise in catastrophe loss 
occurrences, that innovative maricet professionals have sought to satisfy investors' 
demand for greater retums by developing catastrophe risk as a new asset dass. 
Applying sophisticated techniques, they are bringing to the maricetplace Instruments 
bearing characteristics wkJely used in financialmaricets. A broader base of investors 
provkJing risk capital in highly specialized circumstances is a likely outcome of this 
innovatk)n. 

Insurers' retum on equity traditionally has lagged other industries. The graph. Average 
P/Es for Publicly Traded Insurers, compares property-casualty insurers' P/E ratios to 
life and health insurers and to the S&P 500. 

Average P/E's for Publicly Traded Insurers 




The graph on the following page. Context for Insurer Retums, compares average 
retums on equity (RoE) to standard deviatbn of retums (a reasonable proxy for risk) 
anrtongst various industries. 
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Context for Insurer Returns 

Average RoE vs. Standard Deviation of Returns for Various Industries 
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Historically, the property/casualty Industry is particularly volatile. Using combined ratios 
as a measure of profitability, the graph, P&C: A Highly Cyclical Industry, points to 
traditional cycles as experienced between 1975 and 1993. before significant 
development of catastrophe rislc-based securities. 

P&C: A Highly Cyclical industry 
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To the extent that pure catastrophe risk provides a truly non-correlated asset (i.e., one 
that is not tied to fluctuations in the stock market), potential RoE on this asset class 
rises dramatically. Its attractiveness to investors is enhanced. 

Capital market investors first partk^ipated in the catastrophe market through the funding 
of over $5 bilton in seven companies in just two short years to create the Bermuda 
catastrophe reinsurance market. In this instance, investors opted to provkie capital 
behind professional underwriting talent. Sophisticated catastrophe models fostered 
expectatk)ns of optimized retums based on a geographic spread of risk. The graph on 
the following page. Total Capital Raised, Ulustrates the diversity of investment 
instruments that proved so attractive to investors between 1986 and 1994. 



(1986-19MI 




Encouraged by the apparent emergence of new competitive opportunities, 14 major risk 
securitization initiatives were brought to maricet with great success in 1995 through 
1997. The following exhibit, Securitizing Natural Disaster Risk, lists and briefly 
describes these initiatives, and illustrates the diversity of these innovatkms that are 
designed to expand and strengthen insurer capacity. Ik^ukiity, and competitiveness. 
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Securitizing Natural Disaster Risk 

(Prepared by RAA, January 1998) 

Nationwide - Nationwide has the option to issue up to $400 million of 9.222% surplus 
notes to fiind new business opportunities or as reimbursement to catastrophic losses. 
Contract with Morgan Guaranty Trust Company. (1995) 

Stata Farm - A $3 billion revolving cred'it facility has been set up for State Farm to 
cover catastrophe losses. The deal was arranged by J. P. Morgan Securities. Inc. 
(1995) 

Arkwright - Arkwright has set up a trust to issue $100 milton in trust notes to private 
investors. New proceeds of the notes win be used to buy govemment securities held by 
the trust. (1996) 

AiG Combined Risks/Benfield - Placed 5 catastrophe-linked bonds with an 
investment fiind managed by Mercury Asset Management. Bonds will pay out if a 
catastrophe exceeding an agreed trigger occurs in: U.S.. Japan, Australia, Caribbean. 
Europe or Japan. (1996) 

Hannover Re - Soki $100 million worth of catastrophe cover. The portfolkMinked swap 
is comprised of the following: Japanese earthquakes. U.S. natural catastrophes, 
Canadian natural catastrophes, North European storms, North European other 
catastrophes. Australia - all catastrophes and aviatk>n excess of loss. (1996). 

St Paul Re - $68.5 millk)n deal through Gokiman Sachs & Co. to increase capacity. 
St. Paul Re wNI cede reinsurance business from five classes under a 10 year 
reinsurance treaty. Investors participate in excess-of-loss uruienAfriting by investing in 
bonds or preference shares. Enables St. Paul to increase capacity in 5 excess-of-k>ss 
classes: U.S./Caribbean property-casualty. European property-casualty, other property- 
casualty. retrocessional/Lloyd's short-tail and marine and aviation. (1997) 

Winterthur Swiss insurance Group - Placed $282 million of catastrophe bonds in 
private capital martcet. The bonds cover Winterthur exposure to auto claims stemming 
from domestic summer hailstorms. Transaction managed by Credit-Suisse First Boston. 
(1997) 

Swiss Re - Placed $137 million in two-year bonds tied to reinsurance losses from a 
potential Califomia earthquake. Swiss Re and Credit Suisse First Boston were the 
placement agents for the notes. (1997) 

Horace Mann Educators Corporation: Agreement allows Horace Mann to receive up 
to $100 million from Center Re. the transactions underwriter, in exchange for an 
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equivalent value of Its convertit>le preferred shared in the event of a mega-catastrophe. 
(1997) 

RU Corporation - Aon Re Services developed a $50 million catastrophe equity put 
(CatEPut) for the RLI Corporation. The deal was undenAmtten by Centre Re. In the 
event of a catastrophe that exhausts RLI's traditional reinsurance coverage, the 
CatEPut program allows RLI to sell up to $50 million in preferred shares to Centre Re. 
(1997) 

USAA - Placed $400 million of hurricane t>onds in the private placement market. The 
t>onds will provide USAA with an excess-of-loss cover tied to a single hunicane 
producing losses of more than $1 billion during a one-year reinsurance period. The 
syndicate managers were Merrill Lynch & Co.. Goldman Sachs & Co. and Lehman 
Bros. (1997). 

LaSalle Re - Aon Re. Inc. and Aon Securities Corporation developed a $100 million 
multi-year Catastrophe Equity Put (CatEPut) option program for LaSalle Re. The option 
program allows LaSalle to issue up to $100 million in convertible preferred shares in the 
event of a major catastrophe or series of large catastrophes that result in substantial 
losses to LaSalle Re. (1997). 

Reliance National Insurance Company - Completed a $40 million securitization of 
non-catastrophe coverage for its property, aviation, marine drilling and satellite launch 
exposure. The placement ties bond payment trigger points to a catastrophe index 
established by Swiss Re. Sedwick Lane Financial structured the deal (1997). 

Tokio Marine & Fire insurance Co., Ltd - Tokio Marine has acquired earthquake risk 
coverage of $90 million purchased from capital maricets investors through Parametric 
Re, Ltd. Parametric Re issued 10-year fixed income securities with principal reduction 
contingent on the occurrence and severity of earthquakes within an area centered on 
Tokyo. Goldman. Sachs & Co. and Swiss Re Capital Maricets Corporation were co- 
leaders for the transaction. 



It was widely believed that the ability of capital maricets to sustain this momentum in 
light of the increasing oversuppiy of traditional reinsurance capacity would hinge on the 
occurrence of a "defining event." The awaited catalyst would, investment experts and 
insurers agreed, most likely be either a large loss that would trigger a significant 
contraction in capacity, or a single entity going to maricet with a large catastrophe bond 
offering. Experts now believe that 1997's USAA transaction (see Secuntizing Natural 
Disaster Risk) could be the defining event. 
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Impact on Cost and Availability of Homeowners Insurance 

Capital markets provide the tools that allow the marketplace to assume greater risk. In 
each of the 14 private industry deals completed to date, the participating companies 
negotiated risk protectkMi specifically tailored to their financial needs. Capital market 
arrangements provkie the extra protectk)n that altows companies to feel comfortat>le 
with the risks they have or will assume. The New York homeowners insurance 
marketplace is realigning around this more comfortable capacity. New entrants, and 
the retum of some insurers that had imposed a freeze on New York coastal 
undenA/riting, should continue as catastrophe risk investment becomes more 
popularized. 

Since Hurricane Andrew, the private maricetplace has increased its ability to address its 
catastrophk: exposures. In fact, a lot has happened since that stonn touched dovm 5 
years ago, reflecting the industry's ability to absorb large losses. The property-casualty 
insurance industry's surplus has increased over 70%. from approximately $163 biHton in 
1992 to approximately $280 billk)n in 1997. 

Insurers and investment professionals use advanced forms of risk nrtodeling to assess 
accurately their exposures to natural catastrophes, including coastal events. Indivktual 
companies have restructured their operations to reflect the unk^ue exposures they face 
in different regions of the country. States are addressing rate and coverage flexibility, 
including deductibles. Reinsurance capacity has increased. Capital martcets continue 
to develop innovative securitization technk|ues aimed at tapping a massive new source 
of private sector capacity. 

Together, these developments have resulted in an insurance marketplace that is more 
reflective of actual risk, more responsible to policyhoMers. and nrtore responsive to 
maricet opportunities. As evidence of this emerging strength, companies have 
expanded their writings in exposed areas such as Long Island. Some of these positive 
martcet indications are the result of Insurers feeling more confkient about their retained 
exposures. Some also are the result of new companies being formed to serve 
particular segments of the martcetplace. Many are directly related to significant new 
reinsurance and capital maricets an^ngements. They reflect a renewed private 
martcetplace that, through the combination of better data, new capital, and flexible 
regulation, is addressing the maricet dislocatk>n problem successfully. 

B. Public Sector Programs 

Integration of Capital Market Products In Claims Paying Ability of Public Entities 

During the same period in which primary insurers instituted catastrophe management 
plans in response to rating agency and investor concems. public reskiual market 
fecilities grew dramatically, compared to historical pattems. Hurricanes Andrew and 
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Iniki, and the Northridge Earthquake, ted existing and newly created reskiuai markets in 
Fk>nda, Hawaii, and California to look to enhance their claims paying resources. 

In the private sector, capital markets provkle dedicated capital to expand writing in 
particular lines of insurance (such as coastal exposures) within a diversified portfolio, 
across a geographic spread of risk. Public sector catastrophe funds, on the other hand, 
offer none of the t)enefits of diversification. They continue the concentration of the risk. 
Consequently, these state funds have been and will be less attractive to capital 
provklers (investors) because of the higher likelihood of loss. 

To date, public entities' access to capital has been at the debt end of the market, 
primarily syndicatk>n of loans. These reskiuai markets accessed the loan syndication 
market to the tune of $4.75 billk>n. with the expectation that up to another $8-10 billk>n 
will be available after a large loss occurrence. 

Following is a description of several public sector programs that in varying degrees 
integrate the private capital markets responses with public entity funding needs. 

Florida 

Residential Joint Underwriting Association 

State Action - The FRPCJUA was created in January 1993 in response to an 
insurance availability crisis caused by Humcane Andrew. FRPCJUA is not a state 
agency. It provides coverage in all 67 counties of Ftorida. but will not write wind 
coverage in areas covered by Fk>nda Wind UndenA/riting Association (FWUA). 
FRPCJUA provkJes both residential and commercial reskiential coverages. Successful 
depopulation plans have renrK>ved over 400,000 policies from FRPCJUA. Adverse 
selection and new policies written, however, have thus far prevented proportionate 
reduction in probable maximum loss. 

Claims Paying Capacity, in likely order of pay out (bottom up): 

$ ? Post-Event Notes (Issued after catastrophe) 

$1 .4billk>n Credit Facility (Global bank syndk:atk>n led by JP Morgan) 

$450mitlion Pre Event Notes (Led by JP Morgan) 

$1 .38billion Reinsurance CAT Fund (90% Participation) 

$377million Regular Assessments (On servicing insurers) 

$1 SOmillion Estimated GAAP Surplus (Total assets $1 35 million) 

Sources of Financing - FRPCJUA can make regular assessments on insurers, based 
on prior year market share, up to the greater of 10% of statewide premium for covered 
polictes or 10% of defk:it. If this is not sufficient to pay claims, emergency assessments 
can be levied annually according to the same fomnula. Additional emergency 
assessments have been pledged as collateral for credit facilities. This assessment 
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amount can be increased to repay costs and fees of post-event bonds. No estimates 
available for post-event bonding capacity. FRPCJUA assessed insurers in 1996 for 
$40.5million deficit. 

Florida Windstorm Underwriting Association 

State Action - FWUA was created in 1970. It is not a state agency. FWUA provides 
coverage for perils of wind and hail in 29 of 35 coastal counties, and issues both 
residential and commercial policies. 

Claims Paying Capacity: 

$ ? Post Event Notes (Issued after catastrophe) 

$1 .75billion Credit Facility (Global bank syndication ted by JP Morgan) 

$750million Pre Event Notes (Led by JP Morgan) 

$300million Traditional Reinsurance 

$1.225billion Reinsurance CAT Fund (90% Participation) 

$322million Regular Assessments (On servicing insurers) 

$90million Estimated GAAP Surplus 

Sources of Financing - FWUA can make regular assessments on insurers, based on 
prior year market share, up to the greater of 10% of statewide premium for covered 
policies or 10% of deficit. If this is not sufficient to pay claims, emergency assessments 
can be levied annually according to the same fonnula. Additional emergency 
assessments have been pledged as collateral for credit facilities. This assessment 
amount can be increased to repay costs and fees of post-event bonds. There are no 
estimates available for post event bonding capacity. 

Hurricane Catastrophe Trust Fund 

State Action - The CAT Trust Fund was created to provide affordable reinsurance 
capacity to insurers after Hun'icane Andrew. The CAT Fund is a public entity, operating 
with the State Board of Administration. The CAT Fund collects approximately $456 
million in premium annually. Insurers writing residential property business in Florida 
must participate. Options are 45%. 75%, and 90%. Participation is based on a 
catastrophe model that develops an actuarially adequate rate. The CAT Fund has 
accumulated $1.97 billion in capital. The IRS has ruled that the Florida Hunicane 
Catastrophe Trust Fund is exempt from federal income tax. 

Claims Paying Capacity - The CAT Trust Fund is required to advise all companies of 
its estimated maximum claims paying ability annually. The estimated capacity is based 
on the CAT Trust Fund's estimated post-loss bonding capacity, which in turn is based 
on the Fund's assessment authority. For 1997. the estimated bonding capacity was 
$5.5 billion. Combined with the current balance, the total estimated claims paying 
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capacity is $7.47 billion. Insurers are advised that the CAT Trust Fund will pay 
proportionately to its actual available funds. 

Sources of Financing - The CAT Trust Fund can assess up to 4% of the statewide 
premium for all property and casualty business, excluding workers' compensation. The 
anticipated annual debt service, based on a $4% assessment charge, is $600 million. 
A flow chart, below. {Florida Hurricane Catastrophe Fund) illustrates revenue flow for 
the 1997-98 contract year. 



Florida Hurricane Catastrophe 

Flowchart: 1997/8 Contract 
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Hawaii 

Hurricane Relief Fund 

State Action - HHRF was organized after Hurricane lnil<i caused $1.6 biliion in 
damage. HHRF is a state agency operating within the Department of Consumer Affairs. 
The facility offers hurricane coverage to all homeowners in the state of Hawaii. Insurers 
writing business in the state who choose not to write hurricane peril act as servicing 
entities and issue policies on t)ehatf of HHRF. Insurers are subject to assessment, 
based on market share. The assessment is capped at $500 million. The IRS has ruled 
that the HHRF is exempt from federal income tax. 
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Claims Paying Capacity: 

$750 million Credit Facility (Administered by Bank of Hawaii) 

$600 million Reinsurance (Traditional and Finite Risk) 

$500 million Assessments (On servicing insurers) 

$90 milton Paid-In-Capital (Total Assets $135 mtllk>n) 

Sources of Financing - Credit facility and a portion of reinsurance are supported by 
current premium income. Additional revenue is generated from a special mortgage 
recordation fee. There also is a quarterly assessment of 3.5% on all property-casualty 
premiums, excluding auto, health, and workers' compensation. 

Caufornia 

Callfdmia Earthquake Authority 

State Action - The CEA was formed after the Northridge Earthquake in 1994. K is an 
agency of the State of Califbmia. All property-casualty insurers within CalNomia are 
members. Members produce and service the earthquake policies. The state manages 
the CEA fecility that pools the risk. Coverage consists of earthquake polides for 
personal Nnes only, including Homeowners, MHOs, Condominium Owners, Renters, 
and Tenants. Coverages offered for StOtfdiuiB (replaoement costs, same limit as 
insured's fire policy. 15% deductible): Contents ($5K limit, per replaoement costs); Loss 
of Usage (capped at $1 .5K). 

Claims Paying Capacity: 

$2 billbn Assessments (Additkmal, on CEA member insurers) 

$1 .5 billion Reinsurance (Reinsurance Agreement) 

$1 billion Revenue Bond (Financed through premiums and assessments) 

$2 billkm Traditional Reinsurance 

$3 biltk>n Assessments (On member insurers and retained eamings of CEA) 

SI billion Initial Caoitai (From CEA member insurers, by market share) 

$10.5bilNon Total 

Sources of Financing - Using a combinatk)n of assessments, reinsurance, and debt 
financing, the CEA can mobilize $10.5 bilfion of claims payments. K Is important to note 
that, because of the substantial deductible (15%), this capital will provkle claims 
payments for k>sses well in excess of a Northridge size k>ss. ^4orthridge was estimated 
at only $4.3 billk)n k)6S to the CEA during the 1996 renewal versus actual insured \o» 
anKHints of about $12.5 bilUon. 
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C. Implications of Securitization on Private and Public Entities 

Some experts haHed the success of recent capital marlcets initiatives as the beginning 
of the eventual securitization of all insurance risk. Many compared this evolution to 
eariy (and enormously successful) efforts to securitize mortgage pools. Others believe 
that any utilization of capital maricets could not be competitive with the ample, 
excellefitly priced capacity available from the traditional reinsurance maricetplace. 

The oversuk>scribed Residential Re hurricane catastrophe bond, designed to transfer 
risic from USAA to investors, may have changed some minds. Investors, in significant 
numbers, deariy were wilting to talce on catastrophe risk in fixed income securities. 

Capacity generated but not used by the USAA deal (over $200 mlllk>n) was offered to 
both reskJual maricet insurers in Ftorida. Both these public entities already had 
accessed debt maricets to a significant degree (see Securitizing Natural Disaster Risk 
above). However, budgetary constraints and insufficient time left the new capacity 



Pre-Pay vs. Poet-Pay 

With either traditk)nal private sector insurance/reinsurance, or private capital maricet 
products, the cost of any k>ss event is calculated into the current premium. Therefore, 
there is no retroactive assessment upon policyholders or taxpayers at the time of toss. 
In contrast, the capital made available to public entity CAT funds is. in substance, a 
k)an that must be repaki after the k>ss. This repayment generally triggers retroactive 
assessments on policyhokiers directly, and may trigger further assessments upon 
insurers writing in the state (which ultimately spill back onto polk^hotders as a further 
cost increase). 

Prognosis 

The appetite for risk-based investment appears strong. The maricet continues to 
innovate in response to investor interest. A growing number of over-the-counter 
contracts and hedge instruments have found acceptance. The Chicago Board of Trade 
continues to devek>p trading in catastrophe optk>ns and other derivatives. The 
Bennuda Commodities Exchange, which uses the Guy Carpenter Catastrophe Index as 
a basis for its catastrophe options, further expands the capital base available to finance 
catastrophe risk. Collectively, these innovations in transferring catastrophe risk to third 
party investors wiN help provide greater pftce stability to hedgers while improving 
portfolio diversificatU>n for both hedgers and investors. 

The jury is still out as to how the maricet for insurance securitization will develop. No 
one product or structure has yet gained preeminence for either hedgers or investors. 
Insurance securitization, like other capital maricets. will likely develop many different 
kinds of product choices designed to meet the disparate needs of the broad spectrum 
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61 insurers, reinsurers, and investors. One thing is certain: the capital markets 
component of risl( transfer will take on increasing importance as insurance 
professionals develop a greater degree of comfort with the new products. A 
sophisticated, dynamic RoE-based model of risk transfer and financing will t>ecome 
comnfKHiplace. 

Conclusion 

The threshoki questk)n for public entities and private security transactkxis is not 
whether securitizatk)n is viable for public entities. Capital markets professionals and 
reinsurance innovators will continue to evolve new products to bring needed capacity to 
the marketplace. In light of the abundant and affordable risk capital available, the core 
questk>n shouM be, Should public entities t)e structured and financed by govenunent to 
compete with the voluntary markets? - a question addressed elsewhere in this 
Report. (Seep. 22.) 
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III. New York Insurance Department Initiatives to Facilitate 
Capital Market Development of Catastrophe Risk Financing 

The New York Insurance Department has been at the forefront of developing and 
encouraging innovative approaches to the financing of natural catastrophe insurance 
exposures. In recognition of the feet that traditional insurance and reinsurance 
mechanisnfis niay not provide necessary capacity to absorb major catastrophe events 
(e.g. Class 4 hurricane on Long Island. New Madrid Earthquake), these approaches 
involve accessing the capital markets as well as developing new approaches to more 
efficiently spread the risk within the insurance and reinsurance industry. The 
Departmenfs initiatives inckide: encouraging proposals that access capital martcets 
through the use of catastrophe bonds and similar instruments: authorizing the use of 
the Chicago Board of Trade (CBOT) derivatives; authorizing CATEX as a reinsurance 
intermediary; proposing legislation that pemiits the issuance of Capital Notes; 
oonskJering legislatk>n to permit structured reinsurance companies; and developing a 
nrKXlel for a tax deductible pre-event catastrophe reserve on a natk>nal level. Some of 
the foNowing initiatives are, prima fade, capital maricet approaches while the remaining 
ones have the potential to be integrated with capital maritet approaches in the financing 
of natural catastrophe risk. 

Legal Interpretation of Capital Market Activities as Outside of the Scope of "Doing 
an Insurance Business" 

In 1995. the New Yort( Insurance Department was asked to provide confirmation that 
spedfk: transactk)ns that facilitated insurers' access to the capital maricets wouki not be 
construed as doing an insurance business. These transactions involved the sale of 
securities by insurers that had variable interest payment and principal repayment 
obligatkms, the specific mechanics of which depended on the risk alleviation objectives 
of the issuing insurer. New Yort( provkled an appropriate and enlightened legal opinion 
that sellers and buyers of these securities wouki not be deemed to be doing an 
insurance business and they woukI not be required to be licensed as insurers under the 
insurance law. This opinion facilitated development of the sale of variable maricet debt 
securities as a way to finance catastrophe risk. Investment bankers aruJ unden^/riters. 
armed with New Yoric's opinion, have approached other states on these transactions 
and have secured from most of these states opinions or rulings consistent with New 
Yortc's confimfiatk)n. 
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New York Insurance Law Authorization of Exchange^Traded Derivatives— 
Cliicago Board of Trade 

The Chicago Board of Trade (CBOT). the major marlcet in the developnnent of futures 
and options for the hedging of rtsic, has developed a derivative intended to assist 
insurers and reinsurers manage their underwriting exposure. The CBOT has begun the 
trading of PCS Catastrophe Insurance Options. 

Under legislation enacted in 1993. New Yorl( insurers were authorized to engage in 
CBOT derivatives to hedge their insurance rislcs. That legislation was effective for a 
three year period and expired at year-end 1996. It was not extended mainly due to the 
sparse use of the derivatives by the insurance industry. However, consideration wW be 
given to re^nacting this authority if there is industry interest in such authority. 

An option of this type is a standardized exchange-traded contract whose price is based 
upon one of nine underiying catastrophe loss indices. These indices trade losses on a 
national, regional and select state basis. As with other financial and comnrKxiity 
options, a buyer of this option has a right, but not an obligation, to exercise the option at 
a specific index value. Upon exercise, the buyer receives a cash payment equal to the 
amount that the settlement value of the underiying index is above or below the option 
strike value. An insurer engaging in these catastrophe options can effectively establish 
layers of protection against losses due to catastrophes, provided the insurer's book of 
business is correlated to the index underiying the options chosen. If that correlatkxi 
exists, as the insurer's losses go up. the settlement price of the optk>n increases in a 
similar fashion. 

With these exchange-traded derivatives, non-insurers can use their capital to absorb 
catastrophic risk. The CBOT uses the Board of Trade Clearing Corporation (BOTCC) 
to ensure the integrity of the martcet. The BOTCC is a separate entity owned and 
funded by clearing member fimis. BOTCC plays an integral role in all of the CBOT 
transactions, such as perfomiing the daily matching of trades, collecting and homing 
performance bond margin funds, monitoring the open-position risk of members and 
traders, settling accounts daily, and reporting trade data. BOTCC is a third-party 
guarantor to all futures and optkms traded on the CBOT. For every transadkxi. 
BOTCC acts as buyer to the clearing member seller or as seller to the clearing member 
buyer. As a party to every trade, the BOTCC assumes the responsibility of guarantor. 
In the event a margin call cannot be made, the BOTCC uses it own capital and credit 
facilities to prevent contract default. 

Although trading of PCS Catastrophe Insurance Options has generally been sparse, the 
CBOT has been woricing to develop the maricet and improve the product. As a result of 
this effort the volume of transactbns has been increasir>g. This maricetplace is an 
evolving one and. if it develops sufficient depth and Ik^uklity. it coukl provkie a viable 
altemate martcet for insures to spread their risk and for outskle capital to nrK>re fluklly 
enter the insurance maricet. 
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New York Insurance Department Approval of the Catastrophe Risk Exchange, Inc. 

Early in 1995, a proposal to provide a new method of distributing catastrophe risk 
among insurers was brought to the New Yorit Insurance Department for review and 
approval. In the spring of that year, the Catastrophe Risk Exchange. Inc. (CATEX) was 
licensed as a New Yoric reinsurance intermediary. 

CATEX is designed to help insurers spread their catastrophic-related risks by creating 
an electronic martcetplace for the posting, selling and exchanging of such risks among 
insurers. CATEX is the idea of former New Jersey Insurance Commissioner Samuel 
Fortunate. 

Mr. Fortunate and the other principals of CATEX have established a facility whereby 
insurers and reinsurers sell or exchange exposures in a manner fundamentally similar 
to the trading of stock or commodities on the New Yoric Stock Exchange, NASDAQ and 
various other regional stock or commodity exchanges. Using an open "bid and asked" 
maricet, or an exchange, risk-bearers will be able to diversify their potential liabilities by 
gaining access to wider distributions at minimal cost. 

CATEX operates as a computer-based trading exchange, with CATEX subscribers 
gaining access to the trading system on a global scale. CATEX maintains a highly 
secure, yet flexible, electronic system, enabling interested subscribers to place and 
advertise risks they seek to place with other risk-bearing entities. Rates for individual 
trades are established by undenn/riters in response to real time maricet dynamics. Using 
a sophisticated, secure electronic mailbox system, risk-bearers and their brokers 
negotiate and complete trades. Trades are registered with CATEX and risk trading 
infomnation is then published to CATEX subscribers. 

What CATEX hopes to provide is a more effective means to distribute catastrophe risk. 
The use of an electronic distribution system will allow increased flexibility and cost 
saving in spreading risk. While this maritetplace is being geared toward catastrophe 
risk. It can conceivably be extended to other insurance products. 

It is important to note that CATEX itself will not function as a risk bearing entity, but will 
provide the mechanism and procedures to effectuate the exchange of risks. Since 
CATEX is providing the means for such exchange, it is acting in the capacity of a 
reinsurance intennediary. However, unlike traditional reinsurance intermediaries, which 
represent the interests of either the ceding insurer or the assuming reinsurer. CATEX 
will serve as a neutral party, whose sole function in the transaction is providing a 
medium in which the parties to the reinsurance agreement may get together. 

Although transactions on CATEX are limited to risk-bearing entities (i.e. insurers) and. 
as such does not access capital forni the non-insurance capital maritetplace. there may 
be potential for the capital martcets to eventually tie into the concept, as the risks 
mariceted on the CATEX system are presented in a relatively standardized fonnat. 
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which lends them to open transfer in an exchange-type setting. Indeed, CATEX plans 
to open a joint venture in Bemnuda with the Bemnuda Stock Exchange to establish a 
CATEX Bemnuda. This venture would operate in the same fashion as the licensed New 
York CATEX. except it would pemiit non-insurers to accept risks, which cannot be done 
directly in New York and in most other states due to existing insurance laws. CATEX 
could act as a model for a more direct access to the capital markets in the future. It can 
also provide an electronic barometer of the price of risk assumption for non-insurers. 

Proposed Legislation 

A. Permit the Issuance of Capital Notes 

In its 1998 Legislative Agenda, the Department has proposed reintroducing 1997 
legislation that would expand the means by which property/casualty insurance 
companies can raise capital by authorizing the issuance of capital notes. This 
legislation is the property/casualty analogue of Section 1323 of the New York insurance 
Law. which was enacted in 1996 and made applicable to life insurers. Currently, mutual 
property/casualty insurance companies can only raise capital from investors by issuing 
surplus notes pursuant to Section 1307 of the New York Insurance Law. Surplus notes 
have characteristics of debt instruments, but their attraction results from the fact that 
they are a treated as surplus (not as a liability) on an insurer's financial statement and 
thus included in total adjusted capital for risk based capital purposes. However, due to 
the regulatory restrictions on the payment of interest and repayment of principal on 
these debt instruments, this method of raising capital can be costly. Capital notes are 
constructed as a debt instrument that is carried as a liability on an insurer's balance 
sheet, but which may be added to total adjusted capital for purposes of calculating risk 
based capital. An additional feature of capital notes is that they contain automatic 
thresholds for payment of interest or repayment of principal. Thus, potential investors 
may require lower rates of return for capital notes than for surplus notes. 

It is hoped that the existence of capital notes will widen access to the capital markets at 
a lower cost of capital. Capital notes coukj be used by both mutual and stock 
companies to finance their catastrophe risk. This could be accomplished, for example, 
in a structure similar to the 1995 Nationwide* arrangement to secure contingent capital, 
but by using capital notes instead of surplus notes. Altematively, insurers coukJ issue 
the capital notes directly to investors. 



* Under this arrangement, Nationwide was authorized, on a contingent basis, to issue 
surplus notes to Morgan Stanley if Nationwide needed access to capital due to a 
catastrophe or another operating need. Morgan Stanley signed a contract to sell the 
surplus notes (if issued) to a newly formed trust. The trust was funded by private 
investors and the proceeds were invested in $400 million of US Treasury securities. If 
Nationwide exercised its contingency financing option, those surplus notes wouki be 
substituted for an equivalent amount of Treasury securities held by the trust 
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B. Authorize the Formation of Structured Reinsurance Companies (Which are 
Entities Formed to Marlcet Securitized Reinsuranoe Agreements) 

The Department is considering legislation that would fecilitate and permit the licensing 
and operation of structured reinsurance companies in New Yoric State. Structured 
reinsurance companies are an essential component in the securitization of insurance 
risk. These companies are fonned to assume insurance risk under single or multiple 
structured reinsurance agreements from ceding insurance companies. Funding of the 
structured reinsurance company's potential obligations under the reinsurance 
agreement is financed by the Issuance or sale of securities in the capital maricets. 
Investors in such securities risk loss of principal or interest in the event the losses (or 
other triggering points) specified in the reinsurance contract are realized. 

This proposal would facilitate ceding insurers' access to the capital maricets as an 
alternative to traditk)nal reinsurance protection, especially where capacity for such 
protectk>n is not available in the traditional maricet. The nature of a structured 
reinsurance company, fully or largely funded by the capital maricets, offers the potential 
for kiwering cost to ceding insurers. Such cost savings can be passed on to 
polcyholders of the ceding insurer, including New Yoric policyhokJers. 

The State of New Yoric will benefit by encouraging the establishment and licensing of 
entities seeking to engage in structured reinsurance transactions. Under the proposal. 
New York's statutory, regulatory and licensing requirements for these vehicles would be 
more comparable to those of Bennuda and the Cayman lslandsHurisdictk>ns in which 
structured reinsurance vehicles are often domiciled— making this state an attractive 
alternative to locating offshore. In addition, companies licensed in New Yoric would not 
be subject to the 1% Federal Excise Tax to which entities licensed in Bermuda or the 
Cayman Islands are subject. The bill will promote the growth of the state economy by 
pennitting structured reinsurance companies to fbnn and k>cate in New Yoric. 

It is important to note that in order for this proposal to be feasible, a "cut-through" 
federal tax treatment to the investors in the structured reinsurance company, rather 
than taxation of the reinsurance company itself, is essential. Other tax issues also 
require clarification. To date, the IRS has not been approached by the New Yoric 
Insurance Department on these issues. 

Conclusion 

The property and casualty insurance industry's surplus base is approximately $260 
billion at the end of 19d6. It is clear that a major catastrophe or a series of 
catastrophes could significantly impact available surplus. The New Yoric Insurance 
Department believes that the initiatives described above will better enable the 
insurance industry to meet the challenges posed by natural catastrophes. These 
initiatives encompass a wide range of private sector solutions to addressing 
catastrophic risk. Capital market solutions provide a means of transferring a portion of 
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the risk of natural catastrophes to the much larger and nnore diverse capital base than 
is currently available in the insurance industry. 

The more effectively insurers securitize their catastrophic risk, the greater their capacity 
and willingness to write insurance in areas where there is a concentration of signiftoant 
catastrophe risk exposures, such as areas on Long Island. Availability of insurance 
coverage is an essential part of the economic development of New York State. 
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Appendix 

Review of Recommendations by the 1996 Temporary Panel 
on Homeowners* Insurance 

Tli« 1996 Temporary Panel on Homeowners* Insurance offered the 
recommendations enumerated below. Following each recommendation 
is a description of the current status of the proposal and the assessment 
of it by this year's Temporary Panel: 

1. <^WAn p articipationymonitoring. The Superintendent should seeh 
broader participation In CHAP, especially In tbe NYPIUA rotation 
processy and should closely monitor the growth of exposure In both 
CMAP and HTPIUA. 

Current Status; Since the 1996 report, tbe Superintendent has been 
seeking broader participation in CMAP and has monitored the growth 
ofenosnres. This win continue. 



The 199S State of the Market Subcommittee recommends that; 

eflbrts continue to encourage insurer participation. In addition, as 
more voluntary insurers introduce hurricane deductibles. It Is 
Important that HYPIUA introduce a catastrophe windstorm deductible 
program comparable to those In use In the voluntary market. 



2. CMAP standardisation/outreach. The CMAP steering committee should 
make Improvements in the application process and explore the 
development of a standard form of wrap-around coverage. They should 
increase efforts to inform and educate agents, companies, consumers 
and real estate professionals and ask that participating companies 
distribute detailed explanattons of their CMAP procedures to their 
agents writing in CMAP eligible areas. 

Current Status; In response to last year's recommendattons, the CMAP 
steering committee considered but did not adept a standard form. The 
steering committee did undertake a public information campalgo 
which resulted in the productton and distribution of a consumer 
information brochure about the availability of coverage through CMAP. 
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The 1^98 atate of the Martot Bubco"*— «»»t *** »mm»nd» that; 

CMAP extend ite eonsiimer edncmtloii efforte and coordinate with the 
Inenranee Department and ite "nMmber" companiea a wide-raagiBg» 
broadly aTaihJile inlbrmatlon campaign to addreaa the pnbUc'e 
understanding of tlie relationsliipe among a^ailabilitj, alfordahilitj, 
and loss exposnre. Spoeifically, public awareness needs to be 
increased about: 

the increasing prevalence of catastrophe deductibles and the need 
to be alert to changes in homeowners insurance policies which 
introduce such deductibles; 

the nature of catastrophe deductibles, what evente could trigger 
such deductibles, and the relationship of these dednctiblsa to 
availability and affordability of homeowners coverage; 

how a percentage catastrophe deductible translates into dollar 
terms, and whether the consumer can afford to assume this 
ejqiosure to loss; and 

possible mitigation steps homeowners can take, and how such 
steps could improve the availability and/or affordability of their 
homeowners coverage. 



3. HYPIUA oermanencv/deductibles . Legislation be enacted amending 
Section 5411 and Section 5412(g) of the Insurance Law to make 
NYPIUA permanent. HYPIUA should be given the authority to use 
hurricane deductibles similar to any which are approved in the 
voluntary market. 

Current Stetus ; HYPIUA is still not permanent nor does it have the 
authority to use hurricane deductibles. 

The 1998 Stete of the Market Subcommittee recommends that; 

these two recommendations not be linked in the 1998 report since 
they are separate and distinct. Therefore, recommendations to make 
HYPIUA permanent and to prc»vide it with the authority to use 
hurricane deductibles are offered as separate recommendations in the 
1998 report. 
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t, Hnrricaag deductibte*. Tbm Insurmne* Department should approve 
appropriate mandatory dednctlblea for hurricane losses. 

Current Status; The Department has approved filings for deductibles 
for individual insurers that would be applicable to all of those insurers* 
policies in affected areas. There are no uniform standard deductibles 
applicable to all companies. 

The 1^98 State of the Market Subcommittee recommends that; 

appropriate deductibles for hurricane losses be approved. The 
Department's standards for approval of hurricane deductibles should 
include a dear, prominent display of the dollar amount (as well as the 
pereentafs) of the deductible on the foce of the policy and a clear, 
prominent explanation of the trigfering event. 

In additton, the Subcommittee believes that wind dsductible trigger 
events should be measured solely by wind speed (not by storm surge or 
baroflMtrie pressure measurenMnts) and should occur within a named 
hurricane. 

Lastly, the Insurance Department should undertake a consumer 
education effort so that homeowners understand and remain alert for 
key policy provisions relating to hurrieanes. 



5. Section 3435 amf «^««^«»y Legislation should be enacted amending 
Section 343S of the Insurance Law to fiicilitate prompt use of approved 
idatocy deductibles. 



Current Status; This item is becoming a moot point as companies 
phase in their deductibles over the three-year renewal cycle. 

The 1998 State of the Market Subcommittee recommends that; 

this rscommendatton be deleted from the 1998 report. 



Computer ^t%AmU^g thm Insn s the use 

and credibility of computer m< >» 

Current Status ; The Department continues to exptore the suitability 
of computer modeling for determining rates and deductibles. 
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tlM Department eonelnds its study of eompntor modeling end consider 
permittinf modeling to be used by insurers as anotber acceptable 
actuarial tecbnique for tbe development of appropriate rates and 
deductibles. 



7. Catastronhe reserves. Legislation sbould be enacted antborising 
insurers to establisb catastropbe reserves. 

Current Btatus; Tbis reeommendetlon is in need of clarification. Tbe 
recommendation related to mtmt^ legislation, wbile recommendation «8 
related to ibcfem/tax policy. Since tbe 1996 report, no legislation bas 
been enacted, on eitber a state or m federal level, tbat would allow 
insurers to receive appropriate tax benefits for establisbing catastropbe 



Tbe 1998 State of tbe Market Subcommittee recommende tbat: 
(See Recommendation #8 below.) 



Federal tan changes . Tbe Legislature sbould adopt a resolution calling 
on Congress to enact a natural disaster plan, including tax exempt 
accumulation of catastropbe reserves. 

Current Status ; Since tbe 1996 report, no legislation bas been enacted, 
on eitber a state or federal level, tbat would allow insurers to receive 
appropriate tax benefits for establishing catastropbe reserves. Tbis 
recommendation should be included in tbe 1998 report.- 

Tbe 1998 State of the Market Subcommittee recommends that; 

The Subcommittee has identified federal tax policy as one of tbe sinf^e 
biggest problems contributing to long-term market uncertainty for the 
homeowners product. While it Is beyond the scope of New York State 
policymakers to efflect direct change in this area, the Subcommittee 
urges that this point be kept in the forefront of any ftirther discussion. 
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NYPIUA Takc-Ont/Keep-Out program . Legislation should be enacted 
amending Section 5405 of the Insurance Law to authorize NYPIUA to 
establish a hurricane exposure-related Take Out/Keep Out credit 
provision. 

Current Status : This recommendation left many unanswered questions 
regarding the tsrpes of incentives that could be provided to insurers to 
encourage them to voluntarily take out NYPIUA risks located in 
hurricane-prone areas. Perhaps due to these unanswered questions, no 
Take-Out legislation has been enacted in New York since the 1996 
report was issued. 

The 1998 State of the Market Subcommittee recommende that; 

a Take-Ont/Keep-Out credit program be authorized that includes 
meaningful incentives. 



10. Hurricane pool . A mi^rity of the panel recommende that legislation 
should be considered to authorise the Superintendent to establish a 
Hurricane Pool within NYPIUA* if necessary, in preference to writing 
homeowners insurance in NYPIUA, which is the only alternative 
authorized by current law. Such legislation should include standards 
defining the fkinding of and assessment base for the Hurricane Pool and 
related policy considerations of such finding. Some members of the 
panel are unable to support this recommendation because they are 
concerned that ^Hurricane Pool" is subject to a wide range of possible 
designs. One panel member would prefer homeowners insurance in 
NYPIUA. 

Current Status ; A Hurricane Pool has not been established within 
NYPIUA. A mi^r factor impeding the establishment of such a pool is 
the fact that NYPIUA is not a permanent entity. Should NYPIUA gain 
permanence, it could attract the finding necessary to establish a 
Hurricane PooL 

The 1998 State of the Market Subcommittee recommends that; 

Legislation be enacted amending Section 5411 and Section 5412(g| of 
the Insurance Law to make NYPIUA permanent. 
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Hearing on H.R. 219, the Homeowner*s Insurance Availability Act of 1997 

April 23, 1998 
Statement of the American Insurance Association 



A 



American 
Insurance 
Association 

The AmerH^n InsuFBiMX Association is a national 
trade oi]ganization of property and casuaky insurers. 
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U.S. House of Representatives 

Committee on Banking and Financial Services 

Hearing on H.R. 219, the Homeowners' Insurance Availability Act of 1997 

April 23, 1998 
Statement of the American Insurance Association 



The American Insurance Association C*AIA'*) is a trade organization comprised 
of more than 300 insurance companies who provide residential and conmiercial property 
coverage throughout the United States. AIA is deeply concerned about the catastrophe 
exposures and related economic concerns facing insurers and society at large. For more 
than a decade, we have pursued enactment of federal legislation to assure that a massive 
disaster does not threaten the solvency of the property/casualty insurance industry or 
impair insurers* ability to meet the diverse needs of policyholders and claimants. 

AIA believes that there is an important role for the federal government to play in 
improving our nation*s catastrophe insurance system. We believe this role best can be 
fulfilled through federal legislation that establishes a federal excess-of-loss program to 
create a new, albeit hmited, level of federal involvement in preparing for and responding 
to the most serious catastrophic events. This legislation should maximize the role of the 
private sector in managing and fmancing catastrophe risk, while recognizing that there 
are some major events for which private sector capacity is simply inadequate. 



The Scope of the Problem 
Is Huge and Growing 

Natural disasters are a national problem requiring a national solution. 
Seismologists have identified 39 states at risk for a significant earthquake, while 
meteorologists believe that 17 states are in the path of destructive hurricanes. Several 
states have a serious exposure to both of these perils. Over our nation*s history, every 
region of the country has been hit by one or more ruinous disasters, including the New 
Madrid, Missouri, earthquakes of 1811-12; the Galveston, Texas hurricane of 1900; the 
San Francisco Earthquake of 1906; the New York/New England hurricane 1938; the 
Mississippi/Alabama hurricane of 1969 (Camille); the South Carolina hurricane of 1989 
(Hugo); the Florida/Louisiana hurricane of 1992 (Andrew); and the Northridge 
(California) earthquake of 1994. 

While the entire span of U.S. history has been punctuated by massive disasters, 
the problem has become more acute in recent years. During the past decade, seven of the 
eight most severe catastrophes, in terms of inflation-adjusted insurance losses, have 
occurred (Hurricane Andrew, the Northridge earthquake. Hurricane Hugo, Hurricane 
Opal, Winter Storm Josh, the Oakland fire, and Hurricane Iniki). From a federal 
budgetary perspective, federal disaster relief payments also have increased precipitously. 
Between 1990 and 1994, taxpayers paid almost $45 billion in federal relief to disaster 
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victims ($16 billion in 1994 alone). Beyond the economic statistics lies a larger story that 
includes many homes destroyed, businesses disrupted, and lives lost 

Although 1997 was a relatively quiet year for catastrophes. Congress should not 
become complacent. The absence of a major hurricane during 1997 is attributable to the 
temporary El Nifto phenomenon, and not to any long-tenn shift in tropical storm patterns. 
Atmospheric Scientist William Gray, for example, predicts that El Nii)o*s expected 
decline, plus the West African rainy season^s return to normal, will result in a near 
average 1998 Atlantic hurricane season, followed by an era of average or worse hurricane 
seasons. 

Moreover, even as the winds remained calm during 1997, the rapid population 
growth in the most hurricane- and earthquake-prone regions of the U.S. remained 
unchecked. By 2000, it is expected that 75% of the U.S. population will live within ten 
miles of the Atlantic, Pacific, or Gulf Coast in areas most at risk for severe earthquakes 
and hurricanes. More people mean that more homes and businesses are in harm's way, 
leading to ever larger catastrophe losses. Indeed, scientists and actuaries agree that the 
possibility of a catastrophe topping more than $25 billion is not at all remote. Yet, no 
sector of our nation's economy, including the insurance industry, is prepared for such an 
event. 

In light of our disaster-afflicted history and the alarming prospects for the future, 
it is time for Congress to take action in order to assure that natural disasters do not dwarf 
our collective ability to pay for them. It is critical to enact federal legislation to help our 
nation prepare for whatever nature has in store. 



AIA's Perspectives on Federal 
Natural Disaster Legislation 

AIA believes that federal natural disaster legislation should address insurer 
solvency concerns that could result from a major catastrophe and promote the availability 
of property insurance in catastrophe-prone regions. It should not create a governmental 
insurance entity that replicates the private sector's risk management functions and 
capabilities, nor should it provide incentives for private carriers to underwrite 
irresponsibly. AIA also believes that the federal government has an important, on-going 
role to play in mitigation efforts to reduce the damage caused by catastrophic events. 

AIA believes that a federal excess-of-loss program, structured along the lines of 
H.R. 230, is consistent with the aforementioned goals. Under such a program, the 
Department of the Treasury would administer an annual auction of excess-of-loss 
contracts. Each contract would provide a specified payout to purchasers experiencing 
claim losses due to a catastrophic event exceeding a high level, industry-wide trigger. 

We believe that an excess-of-loss program offers important advantages over other 
options (including H.R. 219) which have been discussed. 
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Inist, it provides a mechanism for selling a fixed dollar amount of federal excess- 
of-loss contracts. As a result, the federal government does not face unlimited liability in 
the event of a super-catastrophe, as might be the case with a broader reinsurance or 
liquidity guaranty. 

Second, the trigger is based solely on industry-wide loss levels, with no separate 
trigger based on individual company loss experience. This feature means that the 
government does not have to underwrite or price the contracts based on each individual 
company's (or state fund's) book of business, thus reducing transaction costs and 
minimizing potential conflicts between the federal government and state insurance 
regulators in evaluating a carrier's or state fund's exposure base. 

Third, the trigger is designed at a high level so that the Treasury contracts do not 
displace available private insurance, reinsurance, or capital market capacity. This is 
consistent with the objective of maximizing the role of the private sector, a goal shared 
by members of Congress and the Treasury Department. 

Fourth, the price of the contracts is expected to exceed the average expected 
annual loss costs for such coverage, thus underscoring that the program is not an 
insurance industry **bail out." 

Specific program features are discussed below. 

1. The Federal Government Should Not "Bail Out" Insurers 

AIA does not believe that the federal government should **bail out" insurers who 
fail to prepare adequately for future catastrophes. Rather, we support establishment of a 
forward-looking mechanism that allows insurers to pay a fair price for financial 
protection in the event of a future catastrophe that is beyond the industry's capacity to 
fund loss. The sooner this mechanism is created, the more time it will have to collect the 
funds that will be needed if and when the **big one" occurs. One thing is clear— if 
Congress does not take the necessary steps to plan for future catastrophes, the chances of 
a **bail-out" at some time in the future will be higher than if a well-designed federal 
program is put in place today. 

A federal excess-of-loss program can be structured so that it does not provide a 
**bail-out" to participating carriers or the industry at large. This can be accomplished by 
requiring that the pricing for the contracts be based on actuarial analysis, and that the 
base price for the auction reflect average expected annual loss costs, plus a premium to 
provide a margin of error and cover administrative costs. The market price for the 
contracts might well be higher than the base price, depending on demand. 
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2. Participation Should Be Open To Private Carriers and State Funds 

Federal natural catastrophe legislation should not create incentives for 
governmental entities to assume risks that can be borne by the private sector. At present, 
only three states (Florida, Hawaii, and California) have established catastrophe insurance 
or reinsurance funds. All other states which have considered the creation of such 
mechanisms have rejected them because they prefer a more private sector approach. In 
New York, for example, the legislatively created Temporary Panel on Homeowners* 
Insurance, chaired by Superintendent of Insurance Levin, opposed the creation of a state 
reinsurance fund because such a fund would **disrupt the New York homeowners* 
insurance market and significantly increase the cost of insurance for homeowners.** 

In light of such concerns, AIA believes that the decision to establish a state 
catastrophe fund should be based entirely on state-specific factors, and not be influenced 
by a layer of reinsurance protection made available only to states which establish 
government insurance or reinsurance mechanisms. This is a major concern for us with 
respect to H.R. 219. Although the bill was amended in Subconmiittee to provide federal 
reinsurance to state programs which would auction coverage to private carriers, the bill 
still requires unnecessary government involvement at the state level. We prefer an 
approach that allows both private carriers and state funds to purchase high level excess- 
of-loss protection from the federal government. 

Under such an approach, both private carriers and state funds would be 
considered eligible purchasers and would participate in the same auction process to 
obtain protection against catastrophic losses. In this way, the insurance entities (whether 
private carriers or state funds) with the greajtest need for the excess-of-loss contracts 
would be willing to bid the most for this protection. Although some parties have 
expressed concern about making sure the process is **fair** to state funds, in fact, these 
funds would have a competitive advantage over private carriers in bidding for the excess- 
of-loss contracts since they have a greater concentration of catastrophe exposure in their 
portfolio and are exempt from taxation on their earned insurance premiums. AIA is not 
seeking to remove this advantage from state funds which wish to participate in an excess- 
of-loss auction process, but we do not believe that state funds need to be granted any 
additional advantages over private carriers who also seek to purchase excess-of-loss 
protection. 

3. A Federal Program Should Cover only the Most Serious Disasters 

AIA believes that the federal role should be limited to the most serious disasters— 
those that are simply too large for private insurance, reinsurance, or capital maricet 
capacity to handle without insolvencies that would jeopardize the entire insurance 
system. 

There are several reasons why we support a high program trigger. First, a high 
trigger is consistent with our belief that any catastrophe legislation should maximize the 
role of the private sector and not put the government at risk for catastrophes that can be 
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borne by private carriers. Second, a high trigger will not interfere with the development 
and use of innovative capital maiicet mechanisms that are emerging to supplement 
traditional insurance and reinsurance coverage. Third, a high trigger decreases the 
frequency with which federal payments might be required under the terms of the 
contracts, thus minimizing the likelihood of a short-term funding gap. 

At this point, AIA does not wish to reconmiend a specific program trigger, but we 
believe that the selection should be made based on a review of past catastrophic events, 
recent private sector activity (both in the insurance and capital nuuicets), and actuarial 
projections for future events. H.R. 230 has a $10 billion trigger for residential losses. 
For both Hurricane Andrew and the Northridge earthquake, the split between residential 
and conunercial insured losses was approximately 65/35 (residential/conmiercial). 
Applying such a ratio to H.R. 230* s trigger would result in a combined 
residential/conmiercial trigger of about $15.5 billion, which is equivalent to the 
insurance losses caused by Hurricane Andrew. Given the recent growth in the 
reinsurance and capital markets, we believe that a somewhat higher trigger might now be 
more appropriate, but H.R. 230 offers a good basis for further discussion. 

One issue that has arisen in the legislative debate is whether a high trigger 
addresses insurance availability concerns, or merely works to protect insurer solvency. 
Our first response is that insurer solvency is critical to the long-term viability of 
insurance markets, not only for catastrophe insurance but also for all lines of insurance in 
all states. Moreover, an excess-of-loss auction program offers a comparative advantage 
to carriers with a greater concentration of catastrophe exposure because the price of the 
contracts is not based directly on the purchasing carrier's risks. Finally, we believe that a 
critical component of a healthy insurance inarket is a state regulatory environment that 
allows for adequate, risk-based pricing and appropriate underwriting flexibility. In the 
absence of market-sensitive state regulatory requirements and procedures, no federal 
catastrophe insurance or reinsurance program will significantly enhance the availability 
of coverage in catastrophe-prone areas. 



4. Residential and Commercial Property Should be Covered 

Federal natural disaster legislation should cover both residential and commercial 
property exposures. While more attention has been focused on the homeowners* 
insurance issue during the most recent Congressional debates, it is important to recognize 
that the loss estimates for the most severe disasters (e.g. . 250-year or 500-year events) are 
about the same for commercial and residential property exposures, suggesting 
comparable solvency concerns. Moreover, homeowners will feel limited relief following ' 
a major natural disaster if their residences are restored, but they cannot pay their bills 
because the businesses which employ them remain in rubble. Nor will local communities 
benefit if their conunercial revenue base is severely impaired as a result of commercial 
property losses. Any federal legislative solution must lead to rebuilding of the total 
community-homes and businesses-following a severe catastrophic event. 
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Commercial property insurance is, however, different in some respects from 
traditional homeowners insurance. For example, in the commercial arena, a single 
blanket policy may cover several properties, which may be in different states and exposed 
to different perils. Moreover, construction type and mitigation measures may greatly 
influence the maximum probable loss facing two structures of comparable value. A wide 
variety of deductibles also may be used. Because of this complexity, a direct reinsurance 
program, particularly one operating on a state-specific level, will be more difficult to 
implement for conmiercial lines. However, a national excess-of-loss program based on 
an industry-wide loss trigger is well suited to conmiercial property insurance because it 
does not rely on propeny-specific information that is impracticable to obtain for 
conmiercial lines. 



5. Budget Scoring Should Recognize the Long-term nature of Catastrophe Risk 

The Congressional Budget Officers October 1997 cost estinuue of H.R. 230 raised 
the possibility that a major catastrophe could occur early in the life of the program, before 
sufficient premiums have accumulated to cover the government's payment obligations 
under the tenns of the excess-of-loss conti-acts. Such timing issues are at the heart of any 
insurance transaction, particularly one involving large and infrequent events such as 
natural disasters. 

A simplistic analysis, however, ignores the long-term nature of the catastrophe 
insurance system. Insurers attempt to spread risk not merely across exposures within the 
same period but also across many time periods. Although property insurance contracts 
typically are sold for one-year policy periods, over the long tenn, there is a high degree of 
persistence between insurers and their customers. Even if the specific population of 
policyholders varies somewhat from year to year (due, for example, to new nuu-keting 
strategies or attrition), most insurers assume a similar ponfolio of risks, such that they are 
sustaining their commitment to bear losses from future events. Moreover, in a number of 
catastrophe-prone states, legislation or regulations restrict carriers* ability to cancel or 
non-renew homeowners* policies, contributing funher to the durability of insurers* 
commitments. 

Given the long-term nature of the catastrophe insurance system, we hope that the 
Congress will take a longer term view of the federal budgetary implications of an excess- 
of-loss program, and not score it based on the possibility of a short-term loss. Should the 
Committee make changes to the excess-of-loss program in order to address budget 
scoring requirements, we hope that such changes to not impose costly or inequitable 
mandates on individual carriers. 
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6. A Broad-based Consensus is Essential 

A wide range of constituent groups have an interest in solutions to our nation's 
natural catastrophe problems. AIA believes that federal natural disaster legislation must 
address the core, and sometimes conflicting, concerns of the key constituent groups, 
including populations both inside and outside disaster-prone regions. Over the years, we 
have reached out to almost every party that has been active in the debate, and we will 
continue to do so in an effort to reach a broad-based. 

Conqlu^ipn 

AIA commends the Banking Committee for its persistence in seeking solutions to 
the catastrophe problem. We appreciate the opportunity to work with you in defining the 
most appropriate role for the federal government in improving our nation's catastrophe 
insurance system. 
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EMGARGOED UNTIL 9:30 A.M. EDT 
Text as Prepared for Delivery 
April 23. 1998 



TREASURY DEPUTY SECRETARY LAWRENCE H. SUMMERS 
HOUSE BANKING AND FINANCL\L SERVICES CQMMITTEE 



Chairman Leach, Representative LaFalce, Representative Lazio, Rqjresentative Kennedy, 
members of the Committee. Thank you for affording me the opportunity to speak with you this 
morning on the important issue of disaster insurance. 

Let me begin by complimenting Representatives Lazio, McCollum, Fazio, and aQua 
members of the Committee for the bipartisan leadership they have shown in bringing together 
concerned interest groups, members of the insurance and reinsurance industries, capital maricet 
interests, and state and federal government representatives to discuss ttus issue. G^en tiie 
complexity of the issue, and the range of interested parties, the fiict that we are here today is a 
testament not only to the skill, insight, and perseverance of this group, but tiiat of ttneir 8tafi& as 
well. 

Disasters are a matter of grave concem for all: They make no distinctions as to where or 
whom they strike; they make no pretense of waiting until all who would be affected are fully 
prepared. Their cost can be astronomical, not only for homeowners, but also for businesses large 
and small alike, as well as state and local governments. While insurance cannot undo all the 
costs in human terms, it can provide the foundation for a sound recovery in financial tenns. We 
need to ensure that the insurance foundation is as sound as possible. 

My overriding purpose today is to convey to you on behalf of tiie Administration that we 
see much promise in the current legislation as a means of addressing many of tiie problems 
relating to the availability and price of insurance and reinsurance for disaster risk. We have some 
concerns with specific provisions of the bill, as I shall outline shortly, but we would hope that 
continued efforts of the kind that this Committee has sponsored would generate ap pro pri ate 
solutions to these concerns. Moreover, we cormnit to working with you for fbc purpose of 
crafting provisions that would address our concerns. While the resulting legislation would not 
solve every problem related to Federal poUcy toward natural disasters, it would, in our view, 
represent a very constructive step. 
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1. I>iagnosis of the problem 

To frame our thinking, let me indicate to you the outlines of the problem as we see it: 

• The characteristics of natural disasters make the risk associated with them especially 
challenging for insurers to handle: they happen only very infrequently, but when they do 
occur, they can be exceedingly expensive. 

• In addition, estimating the losses associated with such an event is extremely difficult 
Our models are good, and getting better, but with events this infrequent, it is virtually 
inqx>ssible to gauge their predictive accuracy. This substantially increases the 
uncertainty iaced by both homeowners and insurers. 

• As a ccmsequence, prices for disaster reinsurance can be very high, especially if judged in 
tenns of the losses incurred in a typical year. These prices are often quoted in multiples 
of expected loss; for reinsurance against veiy low-probability events, these multiples can 
run in the neighborhood of 4 to 7 times expected losses. 

• Not only are prices high, but when a disaster occurs, prices can spike, and availabiUty can 
be curtailed. 

These are the problems that insurers are currently wrestling with. Because of their 
tremendous capacity for absorbing losses, we view the coital markets, in which disaster risk 
increasingly can be bought and sold like any other security, as a crucial complement to the 
traditional reinsurance industry. We have closely monitored the nq)id development of capital 
markets and believe that they should provide for well-functioning markets in the long run. But 
they remain today in a relatively early stage of development Cleariy, a serious problem remains 
in tile interim. 

Indeed, while in the last several years our nation has not experienced what is called a 
''major occurrence** in the insurance industry, the ravages of Hurricanes Iniki and Andrew, and 
the Northridge Earthquake are all too recent reminders of the potential scale and scope of 
possible destruction. These events form the backdrop for our efiforts today. We are working 
today in the knowledge that calamities of almost unimaginable scale do occur, we are also 
working in the knowledge that a policy we adopt out of the current deUberative process will 
likely better serve the public interest than a policy that we adopt in the immediate aftermath of 
another such event 



2. Ratfonale for Federal involyement 

In this context, the rationale for Federal involvement in this market rests on three key 
considerations: 

• First, the Federal govenmient is uniquely capable of spreading risk across the population. 

When a private sector insurance company absoibs risks, it can only pass them on to its 
stockholders and reinsurers. By contrast, when the Federal government absorbs risks, it 
can pass them on to the entire population of taxpayers ~ clearly a much broader base than 
is available to any private sector entity. 
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• Second, the Federal govenmieiit is uniquely capable of spreadmg risk o^ Private 
insurers can absorb part of a loss by issuing dd)t, but there is a limit In tiie jargon of 
economics, a private insurer is said to suffer from **timiiig risk,** which is to say that it can 
only lose so much money in any given period without bemg declared banknqit By 
contrast, the capacity of the Federal government to borrow for fht purpose of meeting 
short-term contingencies dwarfs that of any private sector entity. 

• Third, the Federal government would likely be saddled with part of the cost associated 
with a truly cataclysmic event, regardless of the outc(mie of this deliberative process. 
Therefore, to some extent, the decision here can be viewed as detemiimng wheHna the 
Federal Uabihty will be exphcit and deliberate, or implicit and indirect 

Taken together, these considerations constitute a strong case for pnideot participation of 
the Federal government in the market for disaster reinsurance. Lest I be misunderstood, we see 
this as a case for limited participation for a limited time: It is a case for making hardheaded 
investments on behalf of taxpayers, absorbing risks at a price that provides fiur conq)eiisaitioQ to 
taxpayers. And it is a case for making those investments for a limited time only, until the private 
market can mature. Finally, it is a case that argues for exploiting the fiscal capacity of the 
Federal government in a way that does not jeopardize that capacity. 

3. Where we are today 

In framing our current thinking on this topic, we have found it useful to enumerate a set of 
conunon-sense principles. Specifically, we beheve that: 

• the government should provide disaster insurance when its ability to spread risk across 
the population and over time would allow it to do so temporarily on substantially more 
favorable terms than the private market; 

• the government should provide disaster insurance in a manner that avoids imposing a net 
cost on the taxpayer, 

• the government should provide disaster insurance in a way that harnesses existing market 
forces to the maximum extent, and encourages their further development in the fiiture; 
and 

• the government should be prepared to put itself out of the business of providing disaster 
insurance, making way for a strengthened private market to take over. 

Adhering to these principles will limit the risk that a program of ttns type could impose 
on taxpayers. Because the potential habihty in this market is so enormous, we must design tiie 
Federal role with the same kind of hardheaded fiscal prudence that has been so inqxirtant in 
achieving a balanced budget Adhering to these principles will also ensure diat govenmient 
participation in this market supports private structures rather than siqyplantiDg them. Ultimately, 
private capital markets should be able to diversify this risk as well as or even better than tiie 
Federal government. But clearly, the capability of those markets to perform that task will never 
emerge if government participation is not carefully delimited. We believe diat a middle way 
exists: one that meets ^e interim need, while preserving adequate incentives for market 
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development for the longer tenn. 

Let me be clear we believe that HR 219 provides a foundation that could, with suitable 
modifications, be made consistent with these principles. 

In the remainder of my remaiks, I will be fi>cu88ing on HR 219 because that is the legislation 
before the Committee. However, I should like to make clear that I do not want to preclude other 
^>proaches to addressing the problem of disaster insurance. In particular, we still view an 
industry excess-of-loss contract as a potentially valuable way of providing disaster reinsurance to 
a broader class of counteiparties than state funds. Indeed, we should certainly avoid sending the 
message with this legislation tiiat, in order to reap the benefits of Federal reinsurance, a state 
must establish a centralized fimd or auction pro gr am . An approach that seems promising to us is 
one that wouM, in effect, many the best ideas of HR 219 and HR 230, by offering not only 
reinsurance to state funds, but also excess-of-loss contracts on similar terms to an unlimited class 
of buyers, possibly by means of an auction. We think it would be a substantial improvement to 
the current legislation to ensure that the playing field is kept level, as between state programs and 
other potential customers of disaster reinsurance. 

4. The legislatioii at hand 

Let me now tum to the specifics of the legislation before you. In essence, HR 219 would 
have the Federal government provide reinsurance to qualifying state funds and auctions for 
losses incurred on residential policies within tiie state. It would establish a trust fimd that would 
receive all premium income and the proceeds of any borrowing done on the program's behalf; 
and would dispense payments in the event of qualifying disasters. In the event that some 
borrowing is required, the legislation would require every state p rogram participating at the time 
to continue purchasing reinsurance at no less than the prior level until the borrowing is repaid. 
The legislation would also establish a Conunission for the purpose of advising the Secretary of 
the Treasury as to the ap prop r iate price for tiie insurance. 

In our view, this legislation represents a constructive and creative response to a serious 
situation, namely, the difficulty heed by state funds (notably the California Earthquake 
Authority and the Florida Hurricane Catastrophe Fund) in purchasing extensive reinsurance 
against low-probability risks, either because the reinsurance is simply unavailable or because 
premiums are high. We welcome ttus response, and applaud the efforts of all those who have 
worked so hard to bring it to this stage. 

That said, we do have some concerns about this legislatioiL But let me be clear while we 
view these concerns as important, we would hope that continued efforts of the kind that this 
Committee has sponsored would generate appropri ate solutions. 

Chief among these concerns is that the pricing decision be sufficiently insulated fimn 
political pressures as to remain objective. In order to buttress the integrity of the pricing process, 
we suggest that the Secretary of the Treasury be allowed to adjust the Commission's estimate of 
expected loss upward, but not downwanL We also suggest that the hmguage of the legislation be 
clarified as to the &ctors that the Secretary should take into account in setting the **risk load'* in 
the price of the reinsurance contracts. 
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In addition, as I indicated before, we believe the legislation should be modified to provide 
for the sale of excess-of-loss contracts to all entities on an unrestricted basis. Our objective is to 
improve the availability of disaster reinsurance, not to &vor state programs over olber possible 
vehicles for deliveiy of insurance to homeowners. Indeed, it mi^t be possible to devise an 
auction mechanism for the distribution of these contracts; this would have the virtue of eosuring 
that competition plays a role in setting the price of the contracts, and channeling them to those 
who see tiie greatest value in them. 

We believe that the scope of the Federal program should be limited, in oider to preserve 
adequate incentive for the fiiither development of the private market Specifically, we suggest 
that the Federal program be sunsetted after some fixed number of years; that tiie Fedenl p ro g r am 
be authorized to underwrite no more than some specified fi^ction of tiie risk freed by any given 
state fond; and diat provision be made for periodic reviewof the trigger points in li^ of tiie 
ongoing development of private markets. In all diese req)ects, the goal should be to ensure that 
the Federal program supports rather than siqjplants the private market 

We also suggest that you consider reengineering several aqiects of the design of the 
contracts in ways that mi^t make them more usefiU to the state fimds. Specifically, we suggest 
that you consider covering multiple perils rather than a single peril. We suggest that you 
carefolly consider how best to limit the Federal liability under this prognon. The current 
legislation proposes a oq) on aggregate payout; it strikes us as possible diat some other 
mechanism mi^t be preferable. For example, a sinq>le limitation on the amount of insurance 
that any particular state fond could purchase mi^t senre the same objective, wi^ut causing the 
value of the insurance to each state to depend on the actions of all other states. We also suggest 
that the state fimds not be compelled to continue as purchasers of reinsurance in the event fiiat 
borrowing is required to make good on some other state's contracts. And we suggest that 
eligibility for the Federal pr ogr am not be contingent on the state pr ogr am 's using a specified 
fraction of its investment earnings for mitigatioiL 

I have attached as an Appendix a staff document that lists a number of technical questions 
regarding the legislation in greater detail. 

The budgetary treatment of this legislation is a complex and highly technical topic, and 
my purpose today is not to explore those issues with you, not least because, as many of you 
kix>w, ^ese are not settled issues. Nonetheless, it would be our hope, first, that fiie legislation 
could be reworked along the lines we have suggested, and second, that we could accomplish our 
goals without burden to the taxpayers, or adverse impact on the deficit I look forward to 
working with you to preserve the integrity of the pricing that is envisioned in the current 
language. 

While the list may seem long, all of our suggestions derive fixim our two core concerns, 
that rehef for affected homeowners not come at the expense of taxpayers, and that any federal 
program support, rather than supplant, private markets. We look forward to working with 
Members of this Committee, its staff, representatives of industry, of afifected conununities and 
with other stakeholders to resolve these issues. 
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5. Conclusion 

From the beguming, the Clinton Administration has recognized the urgency of improving 
the nation's ability to deal with natural disasters. Indeed, our initial efiforts on this issue 
culminated in a February 1995 Administration Policy paper, ^'Natural Disaster Insurance and 
Related Issues.** In that paper, as you know, we sappoitod the idea that the Federal government 
should issue excess-of-loss contracts as a means of fostering hquidity in the market for disaster 
insurance. We also strongly siq>ported a comprehensive approach, including among other 
elements, measures to ensure that cost-effective mitigation is undertaken. We still believe in the 
wisdom of a comprdiensive solution, and reafiSnn the importance we attach to prudent and 
^>propriate mitigation. However, finther study has made clear to us the inqiracticality of 
achieving all of our objectives in one Federal program. 

Progress on ttas issue has been too long in coming. We beUeve that we all share a clear 
recognition of the urgent need for moving forward on a timely basis. In particular, we will 
certainly be well served if we have a sensible and constructive structure in place before the next 
major disaster strikes. Surely, the time to build a better roof is \s^ien the sun is shining. The 
current legislation provides a sound foundation for progress in this area, and I look forward to 
working with you to improve the legislation. 
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Appendix 
Technical Questions about HR 219 



This appendix lists a number of concerns about the current legislation, and advances some ideas 
for addressing them. 

• In the letter of invitation, you asked for conunents on whedier it would be useful, in temis 
of insulating the pricing decision from political pressures, to limit the Secretazy's 
discretion in deviating from the recommendation of the Commission regarding eaqiected 
cost. We beUeve that such a limitation would be helpfiil; we recommend that die 
Secretary be given one-sided discretion, to move the estimate of expected cost up from 
the Commission's estimate, but not down. 

• An additional salutary feature of tiie current hmguage in the bill is diat Has Secretary is 
given discretion to increase the *Yisk load*' component of the price iqiward txmi 1 times 
expected cost It would be helpfril if the legislation specified that, in rnaldng this 
determination, the Secretary's objective should be to provide taxpayers with fiur 
compensation for the risk they are bearing, and that the frictors he takes into account 
should include the stage of development of empirical models of natural disasters, and the 
state of private markets, among other &ctors. 

• The budgetary impact of this program is critical. It is extremely important that tiie 
proceeds from the sale of Federal disaster insurance not be spent or otherwise dissipated. 
If these proceeds were spent, and then a covered event were to occur with an associated 
payout from the Federal government, the pressure on the fisc would be greater with this 
program than without How best to prevent this from happening is a difficult question. 
The present language in the legislation proposes the creation of a Disaster Reinsurance 
Fund, for the purpose of accumulating premium payments and disbursing payouts in the 
event a covered disaster occurs. A Fund of this type has the virtue of suggesting that the 
revenues from the program should not be diverted to other purposes, and that die program 
should be viewed as operating on a self-financing basis. However, it has the potential 
shortcoming that the balance in the Fund at any given time could easily provide a 
misleading signal as to the adequacy of pricing. If a calamity were to occur in the eariy 
years of the program, the Fund woidd run a negative balance for a very long time 
(financed by Treasury borrowing), and the temptation would be to conclude that premium 
rates had been set too low. On the other hand, if ~ as is hoped - no covered event occurs 
for a period of some years, the balance in the Fund will accumulate to a substantial sum, 
and some will question the need for continuing to levy additional premiums ''simply" for 
the sake of building iq) the balance in the Fund fiirther. The desirability of a Disaster 
Reinsurance Fund is an open question, and the relative pluses and minuses must be 
wei^iied fix)m the perspective of maximally ensuring the integrity of pricing. 

• As for the form of the insurance, one option would be to authorize the Federal 
government to provide aggregate coverage for more than one event occurring widun a 
12-month period, rather than just a single event. Discussions with various market 
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partictpants suggest that a great deal of conceni revolves around the availability of 
coverage for a second event 

Careful consideration should be given to the question of whether Federal liability should 
be capped at S25 billion per year across all insured programs. A disadvantage of this 
approach is that it would cause the value of the reinsurance to any given State to depend 
on the decisions of other States. An alternative approach would be to limit the amount of 
reinsurance that any given State program can purchase. 

On a related point, tiie legislation as currently written specifies diat all State pro gr am s 
with reinsurance in force at the time that any borrowing is undertaken on behalf of the 
Federal pi o giam would be required to continue purchasing reinsurance at no less a level 
until the debt is fully paid ofif. It may be preferable to omit this requirement Imposition 
of ttns requirement would substantially complicate the decision of any given State 
pro gr am as to whether it should participate in the Federal program, and could lead to 
divisive controversies regarding transfers of resources across States. 

With regard to tiie Commission, it may be advisable to augment its membership to 
include experts fimn the world of finance and economics, since knowledge of ^ose fields 
will certainly be gennane to the pricing decisioit 

With regard to the eligibility requirements for state programs, it may be desirable not to 
require these programs to commit a specified percentage of their investment earnings 
toward mitigation. States should engage in all cost-effective mitigation and no more, and 
it is not clear that linking the mitigation decision to an arbitrarily specified fiiaction of net 
investment earnings would advance ttns objective. Similarly, the pricing decision by 
State programs should be tied to actuarial risk, and it is not clear that creating a 
requirement to fund mitigation advances that objective. 

The Committee should consider augmenting the legislation with a number of measures 
designed to preserve incentives for the development of a parallel market for disaster risk 
in the private sector. Specifically , the program could be hardwired to sunset after some 
fixed period of time, perhaps 10 years; in light of the nq)id pace of development of 
private capital markets, this shoidd provide ample time for alternative mechanisms to 
develop that will allow State programs to lay off their risks efficiently. 

The Federal p rogr am should be authorized to underwrite no more than some specified 
fraction of tiie risk in excess of the trigger faced by each participating State fund, peAapa 
50 percent Even with a limitation of this type, the Federal commitment would be very 
substantial relative to the vohmies currently beang transacted in private markets, and the 
resulting pro gr am would still leave an incentive for private market development even 
wbilt tiie Federal p ro gram is in operation. Provision should also be made for periodic 
review of the trigger points in light of the ongoing development of private maricets. 
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TESTIMONY OF DONAIi) A. DdVDELL, DEPUTY GENERAL OGCNSEL, 

FLORIDA DEPARTMENT OF INSURANCE, 

BEFORE THE SUBCOMCTTEE GH HOUSING AND CGM«NITY OPPORTUNITY, 

THURSDAY, APRIL 23, 1998. 



Good morning, my name is Donald Dowdell. I am Deputy 
General Counsel for the Florida Department of Insurance. 

Florida's experience with Hurricane Andrew, the most costly 
natural disaster in American history, has provided two important 
lessons. First, insurance companies, individual citizens, and 
the state must all take responsible action to prepare for the 
immense costs of a major natural disaster. Second, in a worst 
case scenario, a high intensity natural disaster, hitting an area 
of dense development, can inflict more damage than a state, even 
a state with Florida's financial resources, can bear on its own. 

Hurricane Andrew was a Class 4 hurricane on the Saffir- 
Simpson scale. It is generally viewed as a one in fifty year 
storm in terms of frequency of occurrence. Insured losses from 
Hurricane Andrew in Florida were $16 billion. Eleven insurance 
companies became insolvent as a result of Andrew claims. After 
twenty years without a major hurricane in Florida, and high 
profitability, numerous insurance companies had grown complacent 
to the hurricane risk in Florida. Hungry for market share, they 
became seriously overexposed to hurricane risk, particularly in 
South Florida. As a result of this overexposure, both State Farm 
Fire and Casualty Company and Prudential Property and Casualty 
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Insurance Company had to be rescued by their parent companies 
from insolvency from Andrew claims. 

The shock of Andrew claims and risk of further claims from 
overexposure to hurricane risk created an environment in Florida 
where massive cancellations of homeowners policies and retreat 
from the state by insurance companies were at hand. 
Consequently, a moratorium on cancellation and nonrenewal of 
residential property p>olicies was enacted by the Florida 
Legislature to stabilize the market and allow for an orderly 
adjustment to exposure problems. The moratorium has been enacted 
in three phases, and the final phase concludes in November, 1999. 
Under the moratorium, in any twelve month period, an insurer 
cannot cancel or nonrenew, for reason of hurricane risk, more 
than 5 percent of its residential property policies statewide or 
10 percent of its residential property policies in any one 
county. The insurer is also allowed to cancel or nonrenew 
policies under its underwriting rules for any reason other than 
hurricane risk. 

Even with the moratorium in place, a legislatively created 
market of last resort for residential property insurance, the 
Florida Residential Property and Casualty Joint Underwriting 
Association ( JUA) , was necessary to serve consumers who were 
unable to obtain homeowners insurance coverage in the private 
insurance market. The JUA was created in November, 1992, and by 
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September, 1996, had grown to 937,000 policies. Since that time, 
there has been aggressive effort to depopulate this facility and 
find private insurance for these consumers. The JUA currently is 
down to approximately 339,000 policyholders. Of these 339,000 
policyholders, approximately 261,000 are in Dade, Broward and 
Palm Beach Counties in southeast Florida. 

In addition to the JUA, Florida has a coastal wind and 
hurricane insurance facility, similar to facilities in other 
coastal states, called the Florida Windstorm Underwriting 
Association. This facility covers wind and hurricane perils in 
designated coastal areas where wind and hurricane coverage have 
been determined by public hearings to be unavailable in the 
private insurance market. At the time of Hurricane Andrew, the 
Windstorm Association had 62,000 policyholders. Today, it has 
447,939 policyholders. While the JUA was created as a tenqporary 
mechanism to address market disruption after Andrew, the 
Windstorm Association is designed to be a permanent insurance 
mechanism for high risk areas. Thus, the Residential JUA and the 
Windstorm Association have a total of approximately 787,000 
policyholders whose hurricane coverage is with a legislatively 
created residual market mechanism. This number of p>olicies being 
written in legislatively created insurance mechanisms of last 
resort is indicative that Florida's property insurance market has 
not fully recovered, and that in the longer term, absent an 
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ability to spread the risk of loss from catastrophic hurricanes, 
the private insurance niarket may not be able or willing to cover 
the most high risk areas of Florida. 

Florida continues to aggressively take action to reduce the 
residual market population and restore the private homeowners 
market. 

Florida has encouraged hurricane loss mitigation by 
mandating homeowners insurance premium discounts for hurricane 
shutters and other wind protective devices and by permitting 
insurers to utilize a rating factor providing a rate credit or 
surcharge based on effectiveness of building code enforcement by 
the local government where the insured property is located. 

Steps have also been taken with regard to preparing 
financially for the next catastrophic hurricane. Florida has 
created the Florida Hurricane Catastrophe Fund/ a one-of-a-kind 
state facility which accumulates funds on a tax-exempt basis to 
act as reinsurance, reimbursing insurers if hurricane losses 
reach a threshold level. 

Established in 1993, the Catastrophe Fund has already 
accumulated approximately $2 billion in cash and has an 
additional $8.5 billion in bonding capacity. The bonding 
capacity of the CAT Fund was enhanced by an Internal Revenue 
Service private letter ruling to the CAT Fund last week, finding 
that the CAT Fund can issue tax exempt bonds. Thus, the 



Digitized by V:iOOQIC 



274 



Catastrophe Fund, as of the end of this year, will have the 
capacity to reimburse insurers $10.78 billion, which is 
approximately 67% of the insured losses in Andrew. The 
Catastrophe Fund receives its funding through premiums charged to 
property insurers writing in Florida, and insurers may 
participate in the Catastrophe Fund at varying levels above the 
reimbursement threshold, depending on their reinsurance needs. A 
property insurer may elect a 45%, 75%, or 90% reimbursement 
level, and pay a premium for that level, but must participate in 
the Catastrophe Fund at some level. By law, insurers may pass 
their Catastrophe Fund premiums directly on to their Florida 
policyholders. 

The availability of reinsurance coverage from the Florida 
CAT Fund has enabled insurers to spread the risk of loss of 
average hurricane exposures and as a result insurers are 
beginning to write coverage on a limited basis. Without the CAT 
Fund we would not have been able to reduce the population of the 
Residential Property Joint Underwriting Association. However, 
despite the success of the CAT Fund, as a practical matter, 
everything we have done is inadequate to respond to a one hundred 
year storm or successive less catastrophic storms. 

The Residential JUA and Windstorm Underwriting Association 
have both made financing arrangements to assure that funds will 
be available to promptly pay claims in the event of a major 
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hurricane. The Residential Jim has secured a $1.5 billion line 
of credit and $500 million of pre-event bonds to pay claims when 
needed. The JUA's estimated probable maximum loss from a one in 
one hundred year hurricane is $2.75 billion. The Windstorm 
Underwriting Association has a $1.5 billion line of credit and 
currently is arranging a line of credit up to $2 billion and 
$500-800 million of pre-event bonds. The Windstorm Association's 
estimated probable maximum loss from a one in one hundred year 
hurricane is $4.8 billion. Both of these probable maximum loss 
estimations conten^late a landfall in Dade or Broward counties. 
Should these financing arrangements be drawn to pay claims for a 
major hurricane, the funding must be repaid to the lenders 
through assessments to all Florida property insurance 
policyholders. This is where a "second storm" problem arises. 
If available funds are drawn to pay claims from "storm one," the 
Residential JUA and Windstorm Underwriting Association would have 
to go back to the capital markets and attes^t to seek new 
financing for the next storm, "storm two." In this scenario, a 
second assessment would have to be stacked on the first 
assessment to secure repayment of both financings. However, 
there is a limit to how much assessment Florida citizens can 
absorb if the costs of multiple storms have to be financed. 

This scenario points out one of the most difficult aspects 
of stabilizing Florida's property insurance market. Florida is 
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making good progress getting over the effects of Andrew. We are 
making good progress preparing to pay for the next major 
hurricane. However, there is a finite amount of funds which can 
be secured from private insurance and reinsurance capacity, 
Florida Hurricane Catastrophe Fund reimbursements, capital market 
financing and policyholder assessments. While there are 
statistical predictions on the highest magnitude storm which 
should occur once every 50 years, 100 years, 500 years and so on, 
the "big one" could hit during any hurricane season or, just as 
problematic, multiple major hurricanes could strike back-to-back. 
This isn't statistically likely, but no one can say for sure it 
won't happen. 

Thus, Florida is faced every hurricane season with the 
possibility of a worst case scenario: a Class 5 hurricane 
striking somewhere between downtown Miami and downtown Ft. 
Lauderdale. This hurricane is estimated to produce damage of $53 
billion. At the present time, there singly isn't $53 billion in 
capacity in Florida's property insurance structure. Florida 
simply cannot handle a natural disaster of this magnitude on its 
own. Moreover, as Florida continues to rapidly grow, the areas 
with high density development creating a worst case scenario will 
continue to expand. What would have been only a high intensity 
hurricane fifty years ago becomes a major natural disaster when 
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the area that was pine forest fifty years ago is now dense, high 
value development. 

Florida is not alone in worst case disaster scenarios which 
would likely be more than an individual state could handle. A 
Class 5 hurricane striking the Hampton/Virginia Beach area is 
estimated to inflict $33.5 billion in damages. A Class 5 
hurricane striking New Orleans is estimated to inflict $25.6 
'billion in damages. A Class 4 hurricane striking Asbury Park, 
New Jersey, is estimated to inflict $52 billion in damages. A 
Class 4 hurricane striking Long Island, New York, is estimated to 
inflict $45 billion in damages. A Class 5 hurricane striking 
Galveston, Texas and moving inland is estimated to inflict $42.5 
billion in damages. A Class 4 hurricane striking Honolulu is 
estimated to inflict $30 billion in damages. A 7.5 level 
earthquake in Seattle is estimated to inflict $33.3 billion in 
damages. A 7.0 level earthquake in Los Angeles is estimated to 
inflict $57.7 billion in damages. An 8.6 level earthquake on the 
New Madrid fault in Memphis is estimated to inflict $69.7 billion 
in damages. An 8.2 earthquake in San Francisco is estimated to 
inflict $84.4 billion in damages. 

In the immediate aftermath of Hurricane Andrew, numerous 
Federal agencies, including FEMA and the National Guard, provided 
relief and assistance in a time of critical need. For this we 
will always be grateful. However, it is becoming increasingly 
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clear that Federal assistance is needed In the aftermath of a 
major natural disaster for more than emergency food and shelter. 

If the "Big One" strikes, there Is no question that Federal 
assistance will be needed to back up the affected state 
financially. If a community cannot rebuild In a reasonable 
period after a natural disaster due to lack of funds. It can 
suffer Irreparable economic harm. Therefore, from Florida's 
perspective. It would be most beneficial to establish the role of 
private Insurers, Individual states, and the Federal government 
now before the need actually exists rather than In an emergency 
situation. 

We strongly support an approach such as that envisioned by 
HR 219 and are confident that the Florida Catastrophe Fund can 
effectively co-ordinate with the federal program established by 
this legislation. Thank you for your consideration of this 
important issue and for this opportunity to provide testimony. 
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Date: April 21. 1998 

To: U.S. HofUseofRepresentitives 

Committee on Banking and Financial Sendees 

From : California Department of Insurance; Legislative Bureau 

Subject: H .R. 2 1 9— Homeowners* Insurance Availability Act of 1997 



The California Depannient of Insurance is pleased to si^poit H.R. 219 which would 
allow the Secretary of Treasury to provide a federal reinsurance program via reinsurance 
contracts lo eligible state insurance programs. 

Califoinia has a deserved reputation as being vulnerable to llie vicissitudes of natural 
disasrers: particularly earthquakes. In 1994 an earthquake measuring 6.8 on the Richter 
Scale wiped out major portions of the city of Nordiridge. It soon became clear in the 
aftermath of the quake that there was a fundamental flaw in the manner in which 
earthquake insurance bad been priced. Fanners Insurance, for example, ended up 
paying out more in claims than it had collected in the previous twenty-five years in 
premiums. Twentieth Cenniry took out a SIOO.000.000 leinsurance policy, prior to tnt 
Noithridge event based upon a one time loss expectancy of an 8.0 earthquake, and 
wound up paying out over ten times that amount, barely surviving the grievously 
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looming tiireat of insoiveiicy. These two exaiiipfeswa«qiiitei«preseiititive of the shift 
in the maricet at the time which threatened die solvency of dozens of homeownen* 
canriers in the state. Instead of acquiescing to pfessme to continue to offer earthqoake 
insurance which homeowners* cairien licensed to do business in California were 
statutorily compelled to do, the industry sought legislation to relieve them of this 
responsibility. This generated a dynamic bifurcation between the ttireats of insolvency 
to the property insurance industy and the needs of the consumers of California to 
maintain continuous and unmitigated earthquake coverage. 

In 1995 Assemblyman Knowles. now Chief Deputy Commissioner of the Department 
of Insurance in California, authored a pioneering work (AB 1366) in the area of 
earthquake insurance reform credited with averting potential post-eaxtfaquake 
insolvencies. This piece of legislation, coupled with stead&st cooperation between the 
state legislature and California Department of Insurance, paved the way for the creation 
of tlie California Earthquake Authority (C£A) in 1996 which successfully resolved ttie 
earthquake insurance availability crisis by radically creating a core paiadigm shift in 
both the expectations and manner in which pricing was coiulucted. 

The CEA represents an effective paimership between govenunent and the private 
sector. No public monies are earmarked to cover potential losses, instead its claims 
paying capacity, which now is an estimated S7.4 billion, is derived from pieminms, 
insurance carriers and private sector reinsurance contracts. 

The methodology used to determine the loss expectancy of a one in 250 year 
catastrophic earthquake indicates an approximate S3 .5 billion dollar loss to the CEA. 
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Gtven acciviteactiianil data, it u evident Ifait two sock evcBliwi^ 
time, ooaMcoDpletdydepkie the svailabfe claims p^iagcipeciiy of llieCEA^ 
inchiding all exiftii^s private sector reinsivaiicepuichaaed by the CEA. While it is 
highly imlikdy that two 250 year events, each ovar twice as finannially damaging as the 
Nortfuidge queke, could occur in relative socccssion, it i» pmdent to support die 
potential purchase of a fedenlly backed reinsurance product, unavailable in die pcivate 
sector, that couU boost the claims paying capacity of the CEA to qipraximatdy S25 
billion. 

R.H. 219 provides for die devdopnaent of a ftdenl reinsurance safety-net to provide 
additional property disaster insurance avukbility to eligible state insurance programs, 
state reinsurance programs or state auction programs for residential property losses to 
homes, condominiums, cooperatives and contents of apartment buildings caused by 
earthquakes, fures and tsunami resulting from eaftfaqudtes, and tropical cyclones 
(including typhoons and hurricanes). A iiederal backstop for participating state programs 
would go a long way toward alleviating the inherent uncertainty of a series of 
catastrophic natural disasters. Furtheimore an existing, affordable federal reinsurance 
safety net would serve as a genuine incentive for non-eligible states to create eligible 
programs which could ultimately opt into the federal program, tfansly better serving their 
residential insurance policy holders. 

Consideration should be given to private reinsurers as the existing market 
mechanisms fostering competition at the state level have enabled the CEA to increase it 
claims paying capacity by approximately S2.5 billion. The private sector however, 
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simply cannot provide a product to compete with the federal model in either magnito d f 
or cost. The estimated $1 7.6 hilhon in federal property ransuranee at a proiected cost 
of approximately $15 million is both secme and moie iaeatpeauve dian the cment 
market rate for similar hsk exposure, which is about 14%. This is not to suggest that die 
federal reinsurance program profened in H.R. 219 would in any way supplant current 
levels of reinsurance purchased by the CEA but would instead augment it The 
Califoniia Department of Insurance in no way doubts the inherent ability of market 
forces to remedy, in the long term, insurance unavailability in the wake of natural 
disasters. Cuiiently about 70% of earthquake insurers have enrolled in the CEA. This 
has encouraged those carriers to return to the basic homeowners* market, infuse it with 
the necessary capital to keep the cost of premiums down and increase the availability of 
basic homeowners' policies. 

While the California Department of Insurance supports H.R. 219, we believe it can be 
improved upon by ameliorating a few concerns. There seems to be an incompatibility 
issue regarding fiie coverage, which is generally covered in a standard homeowner's 
insurance policy but is not a pan of the CEA policies. The federal proposal includes fire 
coverage, potentially encouraging private carriers to phase-out this coverage if it is 
believed that it is now covered by the federal reinsurance pooL Cunent language in 
H.R. 219 limits the resolution of claims to 3 years. However, empirical evidence 
suggests that more time may be needed under certain circumstances; for example many 
claims are still open torn the 1994 Northhdge cardiquake. If a loss in a participating 
state exceeds the available capital in the reinsurance pool, California would still be 
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required to cantinue to purchise coverage in Hie same amount until the bonded 
indebtedness is retired, potentially causing a marked increase in private reinsurance 
rates. This provisioo could be viewed as penaliang states that would then have reduced 
coverage in order to establish an acniahally sound federal pool. The provision on 
Reinsurance Retention (S) appears to lock current sute pools into their current claims 
paying capacity, whether adequate or not While it seems appropriate not to encourage 
sutc pools to cancel private market contracts in favor of federal reinsurance, it is equally 
burdensome to state pools to have their hands tied in reinsurance renewal negotiations, 
ff it is dear in the private market that a state pool must mainUin its current claims 
paying capacity, the price of those sUte pools may linger at artificially high levels. 
Moreox-cr. it is unclear if, after a loss, the federal reinsurance would drop down to the 
new capacity of the pool or. if a sUte pool would be ineligible for coverage until it 
replaced the claims paying capacity it possessed upon establishment of the federal 
program. It is also unclear what would happen if a pool experiences two relatively 
concurrent losses in the same calendar year. Would the federal reinsurance drop down 
to attach at the current claims paying capacity or would the coverage be only occurrence 
based, thereby creating a "gap" in coverage when it would be needed most. The 
attachment point (current claims paying capacity) ought to be elastic not rigid, to allow 
for subsequent incurred losses to be subtracted from current claims paying capacity. 
This would allow the reinsurance to kick-in after a series of devastating natural disasters 
in California rather than providing benefits only after a single catastrophe of 
unimaginable proportions. As written, the bill may inadvertantly punish the sute fund 
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if^iich cufTOitly has tiie hi^iett claiiiis piyiiig capadiy. 

H.R. 219 is an impaftant piece of legislation as it provides a federal reinsaaace pool 
to allay the concerns of enormous financial liability in die case of a single ca t aH repluc 
or series of catastrophic natural disasters to those eligiMe states widiout raising insureds' 
premiums significantly. This product fills a niche that cannot adequately be provided 
for less e)4)ensively in the private sector, nor does it cuilail die activity and infusion of 
investment capital into die private maiicet. 

H.R. 219 protects die consumers of Califomia by fiirther protecting them against 
catastrophic loss of their most valuable possession; their homes. 
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Good morning, my name is Kevin T. Campion. I am a Senior Vice-President 
with Paragon Reinsurance Risk Management Services, Inc., in Minneapolis, Minnesota. 
Paragon is a whoUy owned subsidiary of E. W. Blanch Holdings, Inc., a leading provider 
of integrated risk management services. My roles with E. W. Blanch include leading 
Paragon's efforts for the Florida Hurricane Catastrophe Fund, for which we provide 
administrative and actuarial consulting services. I have also been involved in the 
placement of reinsurance for residual market entities such as the Florida Windstorm 
Underwriting Association and the Mississippi Windstorm Underwriting Association, for 
the state-run California Eaithquake Authority (CEA), and for traditional insurance 
companies. 

The Homeowners' Insurance Availability Act of 1997, H.R. 219, would create 
Federal reinsurance for state disaster programs or auctions. This self-funded facility 
would protect these programs against relatively rare but extremely damaging natural 
disasters, primarily earthquakes and hurricanes. Paragon was asked by the 
Subcommittee on Housing and Community Opportunity to assess whether the structure 
envisioned in H.R. 219 was feasible and financially sound. I am here to testify on 
current state disaster programs, the use of computer models to evaluate catastrophic risk 
to insured properties, and on the results of our analysis of H.R. 219. 
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Cnmnt Suae PrQgrums 

Let roe begin by biiefly assessing the performance of the existing state programs. 
Currently, there are three, in Florida, California and Hawaii. 

Florida 

The Florida Hurricane Catastrophe Fund (FHCF) was created in 1994 in response 
to the market dislocation in Florida after Hurricane Andrew. The FHCF is a mandatory, 
federally tax-exempt reinsurance program for companies writing residential insurance in 
the state and covers every insured residential property. No tax dollars are used to support 
it. Since its inception there have been 600,000 policies moved from the residual market 
to the private market. The major faaor enabling this transfer has been the additional 
reinsurance capacity provided by the FHCF. The Cat Fund has a provision that allows 
insurance companies to select participation levels, and the average of those levels has 
been steadily rising, which is indicative of the success of the program. The Fund has 
sufficient capacity today to cover a loss larger than Andrew in size. 

California 

The California Earthquake Authority is the largest insurer of residential 
earthquake risks in the worid. It is also tax-exempt. Seventy percent of the admitted 
homeowners insurance market in the state participates in the fund. It is financially 
secure, and has arrived at this position purely through private capital contributed outright 
or contingently. No tax dollars support it. As a result of the CEA, the homeowners 
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insuranoe market in California has recovered from the effects of the Nortfaridge 
earthquake. Today it has sufficient claims-paying capacity to cover an event two and 
one-half times the size of Northridge. Prior to the CEA in July 1996, 98% of the market 
had severely restricted or stopped selling new homeowners policies. By December 1997, 
after the CEA had been created, 97% of the 1 10 writers in the state said diey had no 
restricted underwriting criteria. 

Hawaii 

As with California and Florida, Hawaii created a state program after Hurricane 
Iniki struck in the fall of 1992 and the homeowners insurance market in the state 
collapsed. The Hawaii Hurricane Relief Fund is also a tax-exempt, primary insurance 
facility run by the state. Its claims-paying capacity could cover another Iniki. 

Description of the Legislation 

Now that we have taken a look at the state funds, let me describe what H.R. 219 
would do. It would create a Federal reinsurance "backstop" above these and other state 
disaster programs and auctions. It would provide a layer of reinsurance above what state 
insurance programs like the CEA and the Hawaii Hurricane Relief Fund, and state 
reinsurance programs like the FHCF, currently provide. The bill also provides states 
with the opportunity to auction Federal reinsurance directly to insurers and reinsurers 
within the state. Federal reinsurance coverage would not begin for any state until insured 
residential losses exceeded that state's retention. 
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Premiuim collected fircND each state program woo^ They 

wodd be set by the new National Comimsskm on Catastrophe lU^ 
Costs, and would be at least two times the staters avenge annoal eiqwcted loss, phis 
expenses. The Loss Costs Commission would also set an actnanaUy-determined reserve, 
or minimum, price for reinsurance sold through the stale auctions. 

Auction Illustration 

Let me illustrate how the auction might work with a hypothetical example. 
Suppose South Carolina creates a state-operated auction program. Lef s assume the Loss 
Commission determines that South Carolina must pay $200 million for $25 billion in 
Federal coverage. South Carohna might auction the total limit as 10 separate contracts, 
each for 1/10^ of the total limit. If the state collects more than $200 million for these 
contracts, then 90% of that excess goes to the Federal Disaster Fund and 10% is retained 
by the state for loss mitigation purposes. Of course, the initial $200 million also goes 
into the Federal Disaster Fund. 

If a hurricane strikes South Carohna and causes covered residential losses totaling 
$1 billion more than the state's retention, then each of these contracts would be worth 
1/10*^ of $1 billion (since 10 contracts were sold), or $100 million. A company owning 
one of them would receive $100 million if they had insured losses of at least $100 
million. 

For both the backstop over state programs and the auction. Federal liability is 
capped at $25 billion per year after a four-year phase-in period. There is also a provision 
that if due to losses in prior years the program is running at a deficit, the limit available 
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in subsequent years will not exceed what can be paid (^ by the program's premiums 
within twenty years. In short, the legislation has been designed to collect more money 
than it should pay out, and limits Federal liability if a series of inopportune events occur. 

Pricing and Operational Questions 

Could there be inadequate pricing of such coverage? It would be the 
responsibility of the Loss Costs Commission to ensure diat rates are actuarially sound. I 
believe that catastrophe models available today could be effectively used to develop 
adequate rates, especially when a risk load equal to the risk-based price is added. 
Average losses could then be twice as large or frequent as the modeling suggests and the 
premium would still be adequate. Later in this testimony I will discuss the results of 
simulations of this bill which also support this claim. 

Is such a program operationally feasible? Already three states representing 
almost 20% of the total U.S. population, including the two states with by far the largest 
exposure to natural disaster, have successful state programs. Our experience in dealing 
with them would suggest that though issues may arise they can be successfully resolved. 

Us^ QfQQf^m^r Mq4^1s w Assess ftog /ttffa 

Knowing that there is a potential for large losses, insurers and reinsurers need a 
way to assess their magnitude and likelihood, both in order to fairly price their product 
and to determine their own risk of solvency. Catastrophe models have been developed to 
meet this need, and E.W. Blanch Co. has been at the forefront of many efforts in this 
area. In 1987 we released the CATALYST^ wind model, which was the first 
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probabilistic hurricane modd designed primarily for the insurance industry. The model 
was co-developed with Karen Clark, currently President of Applied Insurance Research 
(AIR). In 1991 we woriced with Risk Management Solutions, Inc. (RMS) to develop 
their hurricane model. In 1995 we began the development of our own hurricane and 
earthquake model, CATALYST^ 3.0, which will be released in July 1998. 

Computer models are employed on a daily basis by the insurance industry to 
assess the potential for risk. My company places property catastrophe reinsurance for 
about 1 (X) companies a year, and every treaty of any major size is only placed after a 
thorough review of exposures and loss potential using at least one of the major 
catastrophe models. 

There are three parts to any such model. The first is the collection of potential 
events and the meteorological and seismic descriptions of these. A simulated hurricane, 
for example, is specified by a storm track and the most important meteorological 
characteristics of the storm along this path. Examples of these characteristics are its 
forward velocity, central pressure differential,* and radius of maximum winds. For an 
earthquake they are the type of fault involved,^ the segment of the fault which ruptures, 
and the magnitude of this rupture. For both earthquake and hurricane events, the models 
estimate the probability of each event occurring during a year. 

The second part of a catastrophe model is a database of the properties that could 
be damaged by the event. Typically this is a detailed database that includes, among other 
things, the property and contents values, the materials used to construct the building, and 
the deductible and policy limit of the insurance on the structure. 
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The final part of such a model estimates the total damage to properties based on 
their location and type of construction and on the characteristics of the simulated 
earthquake or hurricane, and then applies the insurance coverages, policy limits and 
deductibles to arrive at the insured losses to each structure. These are aggregated to 
produce industry loss totals for each event. 

Catastrophe models are by no means perfect, but they are the best tools we have 
for estimating expected annual losses in the insurance industry. Models are not intended 
to estimate damage to a particular structure for a single event, but instead average 
damage from many events. By averaging anticipated damages over thousands of 
structures, models can reasonably estimate the effects of an individual storm or 
eanhquake. And for the purposes of determining reinsurance rates for a program such as 
H.R. 219, what is needed is not the anticipated damage caused by a particular event, but 
rather the expected annual loss to a state caused by all possible events. Because we are 
finally looking at averages of averages, models are the most effective tools for 
determining appropriate rates. While there is still some risk that model parameters have 
been chosen incorrecdy, a reinsurer can adequately protect itself by adding on a risk 
load. As I have pointed out, there is a provision for such in this legislation. 

Analysis of Legislation 
RMS 

Fmally, let me describe the work done by Paragon to model tfiis legislation. In 
this project we worked in conjunction with Risk Management Solutions, Inc. (RMS) of 
Menlo Park, California. RMS is a leading natural hazard modeling firm. It was founded 
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in 1988 by principals of the Stanford University earthquake engineeriqg group, and is 
one of the world's authorities on the modeling of earthquake and hurricane risks. Their 
work is used by more than 300 insurers and reinsurers woridwide. The RMS model is 
also used by the Federal Emergency Nfanagement Agency to project likely losses from 
major disasters. 

RMS produced industry loss events for this analysis. The RMS model used in this 
analysis contained 6682 simulated hurricanes^ and 7519 eartfaquakes\ which were 
created using statistical processes that started with the historical record of events from 
the U.S. Geological Survey and the National Weather Service. Their industry property 
database used in this analysis is based on data from the U.S. Census Bureau and the 
property databases of insurance companies throughout the United States. Loss events 
included insured residential losses only for the earthquake and hurricane perils. 

Paragon 

Paragon took the RMS loss events and developed a computer model to simulate a 
Federal reinsurance program based on the principles in H.R. 219. We focused our 
attention on the reinsurance portion of the bill. We would expect that because pricing on 
the auctioned reinsurance would be at least comparable to what would be received for the 
straight reinsurance of state programs, the results of the combined program would be 
similar to what we are presenting here. 

Basically, what our model does is walk through simulated ten-year periods during 
which premiums to the reinsurance program are collected, losses are paid out as they 
occur in excess of each state's individual retention, and interest is earned on the fund 
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balance. Loss events for each year were simulated for hurricanes on the Atlantic and Gulf 
Coasts and in Hawaii, and earthquakes in California, the New Madrid fault zone, and in 
the state of Washington. We used each region's expected number of events per year^ and 
the probabilities associated with the loss events to randomly sample the RMS loss data 
for annual catastrophe activity. The randomly selected losses were then reduced by each 
affected state's retentions to produce the Federal liability, subject to an annual $25 billion 
limit of the Federal reinsurance program. 

We analyzed how the program would likely perform over this ten-year period 
under three different scenarios. In the furst scenario, only the states that currently have 
programs-California, Florida and Hawaii-were assumed to participate. For the second 
scenario we included three additional states with high exposure to catastrophic loss and 
which have considered a state program: New York, Louisiana and Texas. In the fmal 
scenario, all states with significant hurricane or earthquake risks were assumed to buy 
Federal reinsurance. This included 25 states, either at risk from hurricanes or with major 
earthquake exposure on the West Coast or in the New Madrid fault zone. 

As stated in the bill, we assumed reinsurance premiums would be set at twice the 
expected annual level, as determined from the RMS data. In the original legislation 
Federal reinsurance would begin after a $10 billion residential insured loss occurred in 
California or Florida, or a $2 billion residential insured loss in all other states. It is the 
results of this analysis that I am presenting today. We have also examined the effects of 
higher retentions in California and Florida, where state capacity may change from year to 
year, and the effects of raising retentions for other states to the size of a 1-in-lOO year 
event. The results obtained in these subsequent analyses were comparable to those 
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presented here. Though there is language in H.R. 219 that gives the Secretary of the 
Treasury authority to phase-in the maximum yearly Federal liability, we modded the 
program as if it incepted with $25 billion of coverage since no phase-in program had 
been defined. 

Results cf Simulations 

Since the Federal program collected twice as much premium atmually as it 
expected to pay in losses, it was clear that on average it would run a surplus. As is true 
in any insurance mechanism, however, one must examine the variability of expected 
outcomes in order to assess the true risk. To do so we simulated the 10-year cash flow of 
the Federal program 50,000 times for each of the three scenarios. To put it another way, 
each simulation analyzed the effects of hurricanes and earthquakes occurring over 
500,000 years. 

The results of the analysis were as follows. The average surplus in the program 
at the end of ten years was S5.7 billion if only California, Florida and Hawaii 
participated. If New York, Texas and Louisiana also joined, the ten-year average surplus 
rose to $7.0 billion. For all twenty-flve states modeled the surplus was $13.3 billion. 
On average, the program sustained no claims in 95.7% of all years under the 3-state 
program and in 88.5% under the 25-state program. The likelihood of the program 
requiring a loan from the Federal government to cover a shortfall in any single year over 
the ten-year period ranged from 2.4% (with 3 states) to 3.1% (with 25 states). 
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I am pleased to be able to testify before the Banking Committee today on these 
issues in this foium, and I will be happy to answer any questions that you might have. 
Thank you. 



* The difference between central pressure in the eye of the stonn and ambient central pressure. 

^ The San Andreas is a strike-slip &ult. while the Notthridge earthquake occurred along a blind thrust 

£bu1l 

' 5883 Atlantic and Gulf Coast and 799 Hawaiian hurricanes. 

* 575 1 earthquakes in California. 1 294 in the state of Washington, and 474 in die New Madrid region. 

' We simulated the number of events in a region using a Poisson distribution with the same mean as the 
expected number of atmual events in that region, as determined by the RMS data. 
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Mr Chairman. Members of the Committee, my name is Joel 
Freedman. and I am a senior vice president at The Hartford. While The 
Hartford is a key member of the Reinsurance Association of America, which 
is also testifying today, and the American Insurance Association, both of 
which share in many of my views, my statement today and. particularly, my 
recommendations reflect only the position of The Hartford. 

The Hartford is one of the nation's oldest and largest international 
insurance and financial services operations, with 1997 revenues of $13.3 
billion. As of December 31, 1997, The Hartford had assets of $131.7 billion 
and shareholders equity of $6.1 billion. It is a leading provider of 
commercial property and casualty insurance, automobile and homeowners' 
coverage, and a variety of life insurance, annuities, employee benefits and 
asset management plans. In 1997, The Hartford wrote approximately $5CX) 
million in homeowners' premium. As of 1996, the last time insurers were 
ranked. The Hartford was listed as the seventh largest property insurer in 
the United States. 

The Problem 

In the wake of Hurricane Andrew in 1992, insurance experts have had 
to rethink what might happen if a major population center was struck by a 
natural disaster packing the destructive force of a nuclear weapon. With 
claims totaling more than $16.5 billion. Hurricane Andrew was four times 
more costly than Hurricane Hugo, the previous record disaster in 1989. Yet. 
it could have been much worse. Had the track of the storm veered 30 miles 
north through downtown Miami, insurers might easily have been looking at 
insured losses in excess of $50 billion. 

Let us suppose for a second that an event of this magnitude does 
occur in the next several years. Wind speed at the time and point of impact 
will be 150 mph. Tornadoes in Florida will be spawned inland reaching 
velocities of 200 mph and will be as severe as the tragic ones we have seen 
this spring. Lives will be lost. Thousaruls upon thousands of houses will be 
destroyed. Automobiles and other personal property will be ruined. Schools 
and workplaces will be leveled or impaired - interrupting education and 
employment for hundreds of thousands of Floridians. The ecorK>my of South 
Florida will simply be devastated. 

Emergency workers and claims adjusters will speed to the region's 
rescue, but the magnitude of damage will be over three times that of 
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Andrew. Ackers will move through the rubble arxl downed power li^ 
view the damege and Issue checks. But the region will be slow to recover, 
with people displaced from their homes, schools and work. 

Every industry - frx>m banking, utilities, and food services - will feel 
the brunt of the storm, and every small and large business will suffer. But let 
me deal with the impact on only the insurance Industry. 

Insured claims of $50 billion will profoundly affect the property- 
casualty Industry. This U.S. industry, covering personal and busiriess risks 
throughout the worid. has capital approximating $300 billfon. Since state 
and federal law effectively precludes us from buikJing catastrophic reserves, 
we will have to reach into our net worth. While this, in itself, may not sound 
earthshaking. the aftershocks will be serious. Some companies will 
disappear. Others will be significantly impaired, depressing their stock 
values and return to shareholders -both individual and institutional, such as 
pension plans. Most will be forced to sell assets quickly to cover claims, 
forcing the financial markets into a tailspin. On top of direct daim payments 
to their own customers, surviving companies and their customers will also 
have to pay assessments to the Florida Guaranty Fund to cover claims from 
customers of insolvent carriers. These same companies arKi policyholders 
will further have to shoulder assessments levied after the event t)y several of 
the state's insurance pools. 

The impact of this tragedy will be felt in every state where businesses 
and individuals depend upon insurance, where state and local governments 
require debt financing and where insurance companies are located. Even 
states that may be immune to national disasters could likely experience 
availability and affordabiiity issues. Connecticut, where one of every six jobs 
is dependent on insurance, will see its economy crippled. The financial 
aftershocks of a large-scale natural disaster are unlikely to remain confined 
to the insurance industry. Even if property insurers withstood the initial blow, 
there would be little capacity left over to write more busir^ess. Without 
available property insurance, mortgage lenders would be unlikely to write 
residential or commercial property loans. In a worst-case scenario, lending 
institutions might be left owning property diminished in value if owners were 
forced to abandon their property because insurers were unable to pay 
claims. "A substantial number of depository institutions could foil unless the 
banking regulators undertook a massive fort>earance program," warned 
Jerry L. Thomas, a California bank chairman, who testified at a recent 
congressional hearing on behalf of the Western League of Savings 
Institutions. 

This prediction is hardly the pulp of science fiction writers or mystics. 
Dozens of scientists, meteorologists and seismologists have predicted an 
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event of the magnitude just described or similar catastrophes in other states, 
such as California, Missouri, or New York. Remember, we can expect a 
hurricane with wind speeds the size of Andrew once every 7 years and an 
earthquake with intensity similar to Northridge every 10 years. My industry 
colleagues on the panel know it and most of the people in this room know it. 
What we don't know is where and when It will occur. The test will be if 
Congress acts before nature does. 

A 1996 Insurance Services Office (ISO) study predicted that as many 
as half of the nation's property insurers would be rendered insolvent by a 
$100-billion hurricane or earthquake. What ISO's analysis tells us is that "in 
the event of the really big one, all current methods, including reinsurance, 
guaranty funds and pooling arrangements, may not provide enough capital' 
according to Michael Fusco, ISO vice president and chief operating officer. 

Natural disasters present a particularly difficult problem for insurers 
because the normal spread of risk for property loss doesn't apply. Usually, 
fires and falling trees occur at random times over a wide geographic area. 
When a hurricane or earthquake strikes, a large amount of destruction 
occurs in a single time and place. Instead of one house going up in flames, 
an entire neighborhood may be leveled. 

Compounding the problem is the fact that only certain areas are 
vulnerable to natural disasters. Hurricanes are mainly a threat along 
coastlines, while earthquakes happen along seismic faults. As a result, the 
only people likely to buy insurance against such perils are those who are in 
the immediate line of fire. Since there is virtually no spread of risk beyond 
disaster-prone areas, the cost of coverage is often quite high. *'You can only 
spread the cost of catastrophe so much over the people of one state." 
Florida Insurance commissioner Bill Nelson told this Committee's Housing 
and Community Opportunity Subcommittee at Its 1997 Florida hearing. 

The growing concentration of people and economic value in disaster- 
prone areas has combined with a upturn in the natural cycle of hurricane 
activity to produce a sharp rise in catastrophe losses. A 1996 report ty 
Munich Reinsurance noted that in the previous 10 years there had been a 
four-fold increase in the number of catastrophes compared with the 1960s, 
an eight-fold increase in economic losses and a 15-fold increase In insured 
losses, even after acljusting for Inflation. 

A Conceptual Approach to a Solution 

The Hartford believes that the solution to this problem must be 
comprehensive and multi-faceted. Property owners, insurers and reinsurers, 
capital mari(ets. state and local governments, arKi the federal government all 
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have caictal roles. Of course, property owners have important 
responsibilities if they choose to live in a likely disaster area t>y sharing in 
the first layer of loss through higher deductibles and by making their 
properties as safe as possible. At this primary level, it is incumbent on 
property owners to take all reasonable steps to mitigate k)ss. Structural 
issues should be addressed whenever possible before constructk)n and 
should be guided by appropriate and enforced buikJing codes. 
Consideration should be given, where feasik>le, to retrofitting or 
strengthening existing structures to mitigate loss. 

Once beyond this primary level, the private insurance and 
reinsurance sector should be the first line of protection for homeowners from 
catastrophic events. State programs that enhance private catastrophe 
insurance and reinsurance capacity are to be supported. Efforts that create 
new regulatory burdens on insurers or that create subskjies, hkkJen or 
otherwise, between lines of insurance or insurance companies, need to be 
opposed. The Hartford believes that the fonnat of the Fk>rida Hurricane 
Catastrophe Fund makes sense, but it t)egins coverage at too kiw a level 
and thus supplants available industry capacity to respond to a Florida event. 
A more ideal Florida fund would t)egin coverage at a higher level. As 
contrasted with Florida. The Hartford believes that the Hawaii Hurricane 
Relief Fund, which is a direct-writing facility (as contrasted with a 
reinsurance facility), does indeed supplant the private sector and thus does 
not elevate the total available capacity to respond to an event. Similariy, 
The Hartford believes that the California Earthquake Authority does not 
promote additional industry capacity, in that it provides coverage at a level 
where it is not needed and does not have the available funds to finance a 
truly catastrophic event. 

Currently, there is a significant amount of capacity available in the 
private reinsurance mari^et and capital mari^ets to respond to catastrophes. 
Certainly price is a consideration in the purchase of these covers. However, 
one needs to take a long term view of availability and afPordability when 
considering the need to respond to catastrophes. What is availat>le or even 
affordable today may not be tomorrow. Hence, the need to consider an 
appropriately designed federal program. 

The Hartford does not believe year-to-year profitabifity is illuminating 
on the issue of whether there is a problem or not. Nineteen ninety-seven 
was a relatively quiet year when it came to catastrophes. Over time, 
however, we know mega-catastrophes will occur. The question is whether 
as an industry and as a country we have the mechanisms in place to smooth 
the impact this event will have on the economy. 
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While we can do little to deter the event Itself, the loss of lives and 
much of the havoc, Congress and state legislatures can minimize property 
damage through improved building standards and enforcement and 
Incentives for property owners. More importantly, this Committee and 
Congress can follow the lead of Congressmen McCollum and Lazio, as well 
as their late colleague. Bill Emerson, and Ted Stevens in the Senate, to 
provide a federal t)ackstop for states and insurers seeking to write in those 
states. No state - not even our largest - has the financial and insurance 
capacity to meet the challenge of the storm or earthquake I have descrik>ed. 
But working with the elements of H.R. 219 or the concepts of H.R. 230, 
states will be more readily positioned to weather the storm and insurers will 
be more willing to provide long-term protection in catastrophe-prone areas. 

H.R. 219 provides necessary protection to back-stop existing state 
funds or qualifying ones that may be created. The version of H.R. 219 
before you has several positive changes from its earlier draft. We believe 
that a state fund must meet certain minimum standards before it qualifies for 
reinsurance from the federal program. H.R. 219 now addresses this, while 
protecting existing funds, by establishing several appropriate minimum 
standards for any newly created state fund, including prevention of cross- 
subsidization between lines of coverage and allowance of a higher 
attachment point. Further, in its current form, H.R. 219 borrows from H.R. 
230 in allowing for the parallel creation of a reinsurance auction process to 
provide needed coverage for private sector insurers and reinsurers across 
the United States. H.R. 219 reflects an appropriate t>alance between 
solvency concerns and minimal federal involvement in an existing private 
mari(et. 

Summary 

Now. detractors will likely allege today that insurance catastrophe 
predictions are too alarmist. It is somewhat ironic that we rely on computers 
to fly us in airplanes, manage our financial worid, and run our government 
but not to predict disasters. 

Others will suggest that insurance and reinsurance are now plentiful 
and affordable in catastrophe-prone areas. If so, we would rK>t be here 
today and insurance regulators would not be seeking to roll t>ack rates in 
states, such as Florida. 

Lastly, still others will daim that these two proposals and their 
predecessors in prior Congresses are no more than federal bail-outs for 
California, Florida. Hawaii, and property insurers. The beauty of these 
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proposals is that they unfold a federal umbrella at no cost to the Treasury 
over the long term, white shielding the economy from the events I previously 
outlined. 

The Hartford's twin ok)iectives have t>een flexibility and action. We 
have t)een willing to work with anyone in Congress or the industry on 
developing a constructive proposal. We applaud this Committee's action in 
giving sehous consideration to this issue. The disasters I have described 
will occur. The question is where and when. The time to act is not a 
question - It is now. 
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Neariy 30 tropical cyclones pounded the eastern Pacific in 1992 and fortunately only one 
struck the Hawaiian Islands. With winds of 12S mph. Hurricane Iniki battered Kauai and left 
behind $1.5 billion in destruction. If the same storm had hit Honolulu, it is estinuued that the 
damage would have been closer to $20 billion in insured losses. 

Early in 1994, die Northridge Earthquake shook the ground 20 miles from the city of Los 
Angeles for just a few minutes, but the pictures we all saw of what it did to the lives and property 
of thousands of Califomians will last us a lifetime. Damage covered 2,192 square miles and 
insurers lost $13 billioiL 

These events not only forced the insurance industry to examine their catastrophe exposure 
more closely, but also forced these states to examine dieir capacity to survive natural disasters as 
well. State officials found themselves with economies struggling to rebuild and insurance 
carriers looking to minimize further risk. In an effort to address these concerns and a growing 
insurance availability crisis^ industry and public leaders came together and examined what could 
be done for their individual states. 

The results to date have been the formation of the Florida Hurricane Catastrophe Fund, 
the Hawaii Hurricane Relief Fund and the California Earthquake Authority. Allstate was 
involved in the extensive discussions surrounding the development of these organizations which 
have helped to ease the crisis in the Florida, Hawaii and California property insurance markets. 
The formation of these entities represents true public/private partnerships where both business 
and consumers benefit 

Although the efforts in Florida, California and Hawaii are noteworthy and meaningful, 
they also have their limitations. These state entities have sufficient capacity to cover the majority 
of catastrophes, but could not cover losses from worst-case disasters. Current state programs and 
those which other states might develop need the support of a federal backstop, such as that 
envisioned in H.R. 219. 

Allstate believes that H.R. 219 will make state natural disaster plans much more stable, 
thereby increasing the likelihood of sustaining a viable insurance market after a substantial 
catastrophe. Not surprisingly, however, in a subject of this magnitude and bill of this nature, 
there are always differing insights and opinions. Vd like to examine for the Committee some of 
the myths and miaconceptions that you may hear about H.R. 219 during today^s hearing: 



H.R. 219 it MB intwriBcc iadustry bailout 

This legislation is not a federal government bailout for either insurers or policyholders. A 
bailout occurs wben people sit around knowing there is a problem and do nothing about 
it When the problem then arises, they hold out dieir hand for a government check. That 
is the system we have operating today to deal with natural disasters. We need to change 
that system and H.R. 219 will go a long way toward making diat change. 
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Mr. Chairman and members of the Committee, thank you for the opportunity to present 
testimony in support of H.R. 219, the HomeoNMiers* Insurance Availability Act of 1997. We 
commend Congressmen Lazio. McCoilum and Fazio for the leadership they have shown in 
introducing this important legislation and Chairman Leach for scheduling today's hearing. 

Allstate is the largest publicly-traded property and casualty insurer in the country and has 
a vital interest in natural disaster legislation. We and other property and casualty insurers have 
worked for nearly twenty years to address the problem of property insurance availability caused 
by major natural disasters. Our efforts have led us to a number of state legislatures and to 
Congress as well. As you may know, three states - Florida, California and Hawaii - have 
developed programs and other states are considering various alternatives. But despite these 
important steps, state programs need to be supplemented by actuarially-sound federal reinsurance 
to cover the largest and most costly natural disasters. 

H.R. 219 would authorize the establishment of a limited federal reinsurance backstop to 
state disaster insurance programs. This would result in significant benefits not only to 
homeowners who live in disaster-prone regions, but also to all taxpayers since federal disaster 
relief expenditures will certainly rise if private homeowner markets continue to deteriorate. 

It is said that Hurricane Andrew lasted only a few minutes and yet felt like an eternity. 
Those few minutes of 134 mph winds devastated the lives of thousands of people. In those few 
minutes, all of the profit that Allstate had earned in all lines of insurance during 50 years of 
operations in Florida were erased. Insurers incurred more than $16 billion in losses. If Andrew 
had hit just 50 miles north in Miami, the cost ot that hurricane, it is estimated, would have 
exceeded $50 billion in insured losses. 
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This legislation will provide states with an oppoitunity to purchase federal reinsurance at 
a cost of twice die actuarially projected risk. It addresses events which will occur, on 
average, only once per 100 years. This means that 99 percent of disaster risks will be 
retained by insurers and die states directly. Any revenue sbortfidl in the program - a 
remote possibility- must be repaid by the program*s participants from fUture premiums. 
I think it is important for the Committee to recognize die relatively low level of risk diat 
the federal govemmem would assume under this legislation and that all obligations will 
be repaid. 

There is plcaty of oioMy ia tkt rctesaraaee aad capital markets to take care of the 



Following Hurricane Andrew, the reinsurance marketplace contracted, at die same time 
that insurance companies were requesting more coverage for their customers in Florida 
and other areas. It took more than a year for capacity to return to prior levels, and to 
begin to meet the increased demand for coverage. The continuing unavailability of 
voluntary property insurance in a number of locations, such as southern Florida, parts of 
Louisiana and Texas, demonstrates that reinsurance and capital markets capacity still has 
not met the foil demand for coverage in Florida and diese other areas, at prices that make 
economic sense for primary insurers. 

Reinsurers may suggest that $25 billion of reinsurance capacity exists in die U.S. But it 
should be noted diat, while S25bilUon may be available as a U.S. aggregate, die figure is 
closer to $S to SIO billion for any given region of the country. When you consider diat 
diis amount must be allocated among commercial and residoatial lines of insurance, die 
actual amount available to cover homeowners insurance losses is small, relative to die 
potential loss. The $10 billkm coverage available in any regkm represents only one-fifth 
to one-thirteenth of the S50 to $ 1 30 billion events that are possible. 

Some will argue that reinsurance capacity is still developing in the traditional reinsurance 
markets and in capital markeis. But how long must primary insurers and the consumers 
in many stales wait for their needs to be met? While we have seen some improvement in 
reinsurance capadiy since 1994, the market has fidlen short of the increase in demand. 
For example, we do not see the substantial additional capital that has been added since 
1995 tt> B c fmn da cala niophe reinsuTMce companies behig applied to significantly 
s capacity in die U.S. 



There abo were exlieiiie changes 10 reinsurance pricing foUowing Hurricane Aiidrew. 
Rdnsuianoa pikes indwed from 200Htt>500Hfiom 1990 tt> 1995. Prtees have since 
modeiaied but still renMia lOH tt> 300% over 1990 price levels. 

Consider what these dramatic movements in price and avaihdnlity of reinsurance did to 
the primary insurance market Many companies, including AUstaie, were forced to 
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withdraw or drastically curtail their participation in some markets, because they could not 
obtain adequate reinsurance coverage at economically viable prices. 

Allstate is one of the largest purchasers of catastrophe reinsurance today. We have S475 
million of coverage for hurricanes impacting states in the Northeast. We would have 
considered purchasing more coverage, but at the time we requested the coverage fipom the 
reinsurance market, $475 million was all that was available. 

Allstate has $1.1 billion of reinsurance coverage in Florida, $700 million of which is 
provided by the Florida Hurricane Catastrophe Fund. The remaining $400 million was 
purchased from a reinsurer. Allstate could not possibly place all $1 . 1 billion in the 
private reinsurance market; that level of coverage simply does not exist for a single 
insurer, at prices that make economic sense for primary insurers. That is why the CAT 
fund was created. Should a significant portion of the CAT Fund coverage become 
unavailable, we and many other insurers would have to reconsider our participation in 
Florida's homeowners insurance market. 

We believe that a stable market for homeowners insurance is in the ^'Public Interest,** and 
is really at the heart of this issue. A homeowners nuurket that is sustainable and stable, 
even after a large catastrophe, requires 

• adequate reinsurance coverage, 

• reasonable stability in reinsurance capacity and prices and 

• the ability to reflect the costs of reinsurance in homeowners insurance 
premiums. 

H. R. 219 will lead to federal regulation insuraoce. 

Allstate would not support legislation that diminished the role of state regulation or 
created dual regulation - both federal and state. H.R. 219 is not a nose under the camePs 
tent for federal regulation of the industry. In fact, it is a tool for state insurance 
departments to use in order to avoid a meltdown in the markets that state insurance 
commissioners have been sworn to protect. 

Legislation that the insurance industry and others helped to craft in previous Congresses 
would have resulted in far more federal intrusion. H.R. 219, in our view, preserves state 
regulation of insurance and calls for a very limited amount of federal decision-making 
and oversight In addition, it appropriately limits the federal government's liability. 
Rather than establishing unwarranted and undesired federal regulation, RR. 219 is a 
measured and balanced response to this critical national probkoL 
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The bin wUI CBCosnife state profnims where they are not needed. 

There is no evidence that state programs have been created except in cases of extreme 
crisis. Only states that have experienced significant natural disasters - California. 
Florida and Hawaii - have chosen to intervene. The fact is that state programs will only 
be created where there is a critical need because state programs cost money and no state 
will venture into this arena unless they have no alternative. 

H.R. 219 wUI crowd out opportwiitks for private marlcets. 

There is absolutely no evidence that state programs crowd out the private sector. In facu 
there is ample infoimation indicating that exactly the opposite is tnie. The California 
Earthquake Authority buys S2.S billion of reinsurance firom private capital sources ~ 
more than any other entity in the worid. The Florida Catastrophe Fund utilizes lines of 
credit arranged by Chase Manhattan Bank, among others. Even the Hawaii Hurricane 
Relief Fund is a major buyer of private reinsurance. Although reinsurance is too 
expensive for more than a fraction of their exposure, every state program is working in 
partnership with the private sector. Furthermore, there is a shortage of private 
reinsurance in Florida today, even with an SI 1 billion Florida Catastrophe Fund. 

H.R. 219 will encourage oMire people to live in harm's way. 

It would be nice to believe that all Americans could move to Wyoming to be out of 
harm's way. The facts are that, according to the Commerce Department's own statistics. 
75% of the U.S. population will be living within 100 miles of a U.S. coastline by the year 
2010. It is unrealistic to suggest that the availability of homeowner insurance, or the lack 
thereof, will have a sizable influence on where people live. We cannot depopulate Los 
Angeles, Houston, New Orieans, Long Island, Raleigh, Richmond, San Francisco, St 
Louis, Memphis, Seattle, Ft Lauderdale. Boston, Baltimore, Portland and Charieston. 

The insurance industry has a S3 10 billion surplus and earned record profits Ust 
year. Companici won*t write in risk-prone areas because they are itekiug to 
maximize profUa. 

Some today may try to tell you that the insurance industry is awash in capital and made 
record profits last year. The story is not so simple. First, the S3 10 billion figure applies 
to all types of insurance, not just homeowners insurance. In fiict, only about 10% of 
insurmce industry premiums cover homeowners insurance losses. The tntth is that the 
surplus which backs homeownen insurance exposures is more like S30 to S40 billion, not 
S3 10 billion. And this figure applies to homeowners insurance sold throughout the 
United States. The amount of surplus backing insurers that write in certain parts of the 
country is a small fraction of the total. 
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But let's examine the issue even further. The combined ratio for insurance refers to the 
relationship between the amount of premium collected from customers and the amount 
paid for claims and expenses before investment income. In 1997, the combined ratio on 
an industry-wide basis for homeowners insurance was 105.4. That was our best number 
in five years. In 1997, for every dollar we collected in premiums, we paid out $1 .05 in 
claims and expenses. In 1996. we paid out $1 .22 compared to $1 in premiums. In 1995. 
the figure was again $ 1 .22. In 1 994. the figure was $ 1 . 1 8 in losses and expenses for 
every dollar in revenue. And in 1993, the figure was $1.14. The fact is that homeo>^Tiers 
insurance has been an extremely difficult way to make money. And that has been 
particularly true in high risk areas. 

• This legislation will help only rcsidcnti in Florida and Califoraia. 

On the contrary, H.R. 219 should be viewed as providing availability of federal 
catastrophic reinsurance to all areas of the country. While our most recent memories are 
of Hurricane Andrew in 1992 and the Northridge Earthquake in 1994. the total insured 
losses for which were nearly $30 billion dollars, natural disasters can occur - and have 
occurred - in many other locales. Texas has suffered severe hurricanes, much of the East 
Coast is in the path of potentially serious storms, the Northwest - Alaska. Washington 
and Oregon - could experience devastating earthquakes. And then there's the New 
Madrid earthquake fault in the heartland of America which during its last incarnation in 
the early 1 800's rang church bells in Boston, caused scaffolding in the U.S. Capitol 
Building to collapse and even changed the course of the Mississippi River. 

Several states recently have considered taking steps to address this problem, including 
Missouri. New York. Arkansas and Louisiana. What we need — and H.R. 219 will 
provide - is a solution that assists existing state programs, as well as other states that 
express a desire for and are willing to purchase federal government reinsurance. 

In conclusion. Mr. Chairman and members of the Committee, let me reiterate Allstates 
support for the pending legislation. H.R. 219. We think it is an appropriate federal response to 
the problem of natural disasters. Further modifications in the bilPs language may be necessar\ to 
satisfy some concerns you may hear expressed today, and we would welcome an opportunity to 
provide you with our input on these matters. Thank you again for the opportunity to present this 
testimony. 
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My name is Rade Musulin. I am Vice President and Actuary of the Florida Farm 
Bureau insurance Companies and a memt>er of the Casualty Actuarial Society and the 
American Academy of Actuaries. My company is part of the Southern Famfi Bureau 
Group, which insures property risics in six southeastern states for members of the Fann 
Bureau Federation. Our group is exposed to both hurricanes in the Gulf arKi Atlantic 
coasts as well as earthquakes in the New Madrid and Savannah River areas. 

I serve on the Advisory Council of the Florida Hurricane Catastrophe Fund and 
participated as a member of an ad-hoc wortcing group directed by Senator Ted Stevens' 
staff in 1996 on disaster insurance. 

I appear before you today on b^atf of the Florida Fann Bureau Casualty and the 
Southem Famfi Bureau Casualty Insurance Companies. We are members of the 
National Association of Indeperident Insurers, a non-profit property/casualty trade 
association representing more than 560 insurance companies on whose behalf I also 
am testifying. 

Throughout the country. Fann Bureau Insurance Companies provide many 
Americans with property insurance coverage through single state or regional 
companies. Cornpanies like ours are crit»al parts of the insurance marketplace. Federal 
Initiatives in property insurance should place state and regkMial companies on an equal 
footing with large natkmal ones. 

I am here to express our support for efforts, particulariy those of Representatives 
Lazk) and McCollum, to draft legislatkKi to better prepare for extremely large and 
devastating natural disasters. 

For the Southem Fann Bureau Group, capital, reinsurance and financial maricets 
are provkiing the capacity needed to manage most catastrophes. However, exposure to 
a mega catastrophe in highly populated or concentrated areas cause signifk^ant 
cortcem to our group of companies and to the industry. 
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The Federal Government can play a very constructive role, in partnership with 
the states and the insurance industry, in assuring that the insurance system has 
sufficient resources to honor ok}ligations to consumers in their time of need and, equally 
importantly, has the ability to function after the disaster with a minimum of disruption to 
consumers, the industry and the financial markets. 

We believe that: 

> Federal programs should compliment, rather than replace, private sector 
capacity. 

> No program should create a martcet advantage for certain segments of the 
insurance industry, or for government sponsored pools, over the private sector. 

> Federal efforts should facilitate the emergence of new capital martcet products 
that have the potential to diversify risk throughout the worid financial system. 

> Federal efforts should not interfere with the traditkmal role of states as the 
primary regulators of insurance. 

H.R. 219 as reported by the Subcommittee on Housing and Community Outreach 
is a welMntended step in the right direction. We want to continue to support the bill as it 
moves fonward. However, we believe H.R. 219 can be strengthened in order to: 

> increase the likelihood that policyholders in disaster prone areas will have 
insurance claims fully paid in the event of large catastrophic events; 

> increase insurance industry capacity so that the number of homeowners able to 
adequately insure their homes and possessions is maximized: 

> assure that insurers of all sizes and in every marketing area will k)e in a financial 
position to pay catastrophic disaster claims and be able to respond to future 
catastrophic events. 

We were pleased to see that the Subcommittee, in reporting H.R. 219. included 
provisions for excess-of-loss catastrophic reinsurance contracts. 

Having participated in the creation and implementatk>n of the Fk>rida Hurricane 
Catastrophe Fund, 1 can attest to the challenges that may fece other states if they elect 
to create state funds. While Florida's Catastrophe Fund is an excellent example of a 
state program that has complimented the private sector and provkJed consMerable 
claims paying capacity to the system in a financially sound manner, what has wortced in 
states with the most severe problems may not be best for the rest of the country. Many 
states may not have the financial base or expertise to support such a mechanism. 
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For this reason, we agree wKh the Subcommitlee that Federal Excess of Loss 
Contracts would afford property insiirers a valuable secon da ry source to the private 
sector for high level disaster insurance protection. Contracts should be made available 
to insurers and state programs directly by the Federal Government. This would allow 
the government to enhance claims paying capacity in many states without the need for 
additional state government programs, while not interfisring with states' ability to 
maintain existing programs or to create new ones. 

We strongly agree with the Subcommittee that the state level is the most 
appropriate geographic focus for the sale of reinsurance contracts and disagree with 
those who have argued tfurt such contracts should only be made available on a national 
t>asis. Contracts must be structured in a way to be useful to regional arxJ single-state 
Insurers. 

While several insurers martcet their property insurance coverage on a national 
basis in most or all states, the substantial majority of property insurance companies 
operate in only one or a handful of states. National contracts help only one segment of 
the large and diverse insurance industry. The advantage of single-state contracts is that 
insurers only would need to purchase contracts for the state or states in which they 
have a catastrophic exposure. 

We urge the Banking Committee to adopt the concept contained in H.R. 219 for 
auctions of Treasury Excess of Loss Reinsurance Contracts on a state-by-state basis 
so that single state or regional insurance companies can participate without having to 
bid on what are likely to be more expensive natkMial contracts. Contracts couM be 
alkx»ted to states by the Treasury Department based in the probability of a catastrophic 
event occurring in the state and the premium volume of insuring entities doing business 
in the state. Regional and single state insurance companies bear signifk»nt risk in 
many disaster prone states and often fill gaps in coverage not written by large natk>nal 
writers. They shouki be able to feirty partk:tpate in the program. 

The Subcommittee made a sincere effort to address this concern by including in 
Sec. 4 of H.R. 219 a provisk>n for "State Auctk)n Programs." However, we think this 
provision may be unworicable. At this time, no state has enacted, nor has any state 
proposed legislation to provkje for a state auctk)n program. Some states have a severe 
exposure to one or more catastrophic natural disaster peril, even though a catastrophic 
event has not occurred for a century or more. It couki be diffkniK for legislatures in some 
of these states to appreciate the magnitude of the exposure to their resklents. State 
auctk>n programs likely wouki vary in context. applk»tk>n and consistency. Furthennore. 
H.R. 219's current requirement for the states to create and administer "state auctk)n 
programs" adds an unnecessary and expensive requirement that states act as 
intermediaries t>etween the U.S. Treasury and private insurers. 
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We strongly urge that H.R. 219 t>e amended to simply allow insurers and 
reinsurers to purchase Excess of Loss Reinsurance Contracts direct from the U.S. 
Treasury Department We t>etieve that this change will bring broader industry support 
for H.R. 219. 

There has been a great deal of debate over the amount of retained losses for 
insurers, or. as it is commonly stated, the trigger for U.S. Treasury Excess of Loss 
Reinsurance Contracts. We believe that Treasury contracts should be triggered by 
substantial losses which would threaten the solvency of the insurance industry and its 
ability to continue to serve policyholders. Triggers for irKlividual states should vary 
according to the probability of catastrophic events and the size of the state insurance 
maricet. Interestingly enough. H.R. 219 does this for the Hawaii Fund. Triggers should 
be established as a part of the Treasury Department contracts with the advice of the 
Loss Cost Commission created by H.R. 219. 

We believe that a system of state auctions of U.S. Treasury Excess of Loss 
Contracts can k>e developed which will not compete with the private capital market and 
could be structured to actually complement the private martcet by providing a needed 
high layer of catastrophe reinsurance above the private martcet The Secretary of the 
Treasury should t>e charged with the duty of taking into consideration developments in 
the capital maricetplace when he establishes an Excess of Loss Reinsurance program 
under this legislation. 

The Loss Cost Commission is an important part of this legislation and will ensure 
that expertise will t>e available to the Treasury to price the product to reflect exposure. 

Consumers in many states are facing property insurance availability problems, 
which could explode after the next catastrophic event if the insurance system's finarKial 
solidity Is damaged. This issue is critically important, and should t>e a high priority for 
Congress and the Administration 

We appreciate this opportunity to convey our support for the concepts contained 
in H.R. 219 and to make our recommendatk>ns for improving arKi strengthening the bill. 

Thank you. 
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INTROPUCTIQN AND SUMMARY 



My name is Roger Joslin. I am Chairman of the Board, State Farm Fire and Casualty 
Company, the largest writer of homeowners insurance in the United States. 

State Farm strongly supports a federal role in providing a financial backstop in the event 
of very large natural catastrophes. H.R. 219, the Homeowners* Insurance Availability Act of 
1 997, represents a very sound approach for which we complement Subcommittee Chairman 
Lazio and members of the subconrniittee from both sides of the aisle. H.R. 219 can be improved 
and there are other approaches we can support as well, but we need to avoid having the search for 
perfection prevent passage of the good. 

There are several principles which should be followed in developing legislation in this 
area. First, the resources of the federal government should be called upon only rarely; for 
example, only for events approaching the magnitude of Hurricane Andrew and the Northridge 
California earthquake, or events likely to occur less frequently than once per 100 or more years. 
Second, the price of federal backstop mechanisms should properly reflect expected losses-no 
subsidies for catastrophe prone areas- while recognizing the superior capacity of the federal 
government to absorb the timing risk of mega catastrophes; and third, the backstop mechanism 
should have continuity so as not to evaporate during or following a major event Fear of a 
second event may be even more disruptive of nuurket mechanisms than concern about the 
consequence of a first event. H.R. 219 meets the first two principles head on. It can be 
strengthened as to the third principle. 

A 100, 500, 1 ,000, 10,000 year event by definition occurs very rarely. Yet such an event 
could happen tomorrow. All those with a stake in this issue - the insurance buying public, the 
states, the private sector and the federal government - must play a role in crafting a solution. 
Now, when the country is free from the trauma associated with a major catastrophic event, is the 
time for Congress to enact legislation creating a meaningfiil Federal-state-private partnership to 
lessen the impact of disasters. 

THE PROBLEM 

According to well accepted estimates, insured losses from major natural catastrophes in 
several regions of the country such as Califomia, the Southeast including but not limited to 
Florida, and the Midwestern earthquake zone, could reach as high as $75 billion to $100 billion. 
Events of this magnitude far exceed the claims paying capacity of most private insurers and all 
existing state fiinds. Other regions facing potentially devastating catastrophic losses include the 
upper Atlantic Coast, ranging from New Jersey north, and the Gulf states, ranging from Texas 
east. Smaller markets with very high potential losses relative to their size include Hawaii and 
Alaska. 
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While we can point to the New Madrid eaithquake of the eariy 1800s, the 1906 San 
Francisco earthquake, the 1938 Long Island hurricane, Andrew and Iniki in 1992, and Northridge 
in 1994, as examples of major catastrophes, none of these represent the worst that can happen. 
Further, the relatively small number in our consciousness brings home the fact that the largest of 
natural catastrophes are very infrequent occurrences. 

Yet after Iniki, Andrew and Northridge, the homeowners insurance markets in Hawaii and 
major parts of Florida and California became dysfunctional. State-sponsored mechanisms to 
assume and pool the most severe risks were the responses necessary to reopen insurance, and 
thus real estate, markets. 

These necessary, but limited, mechanisms would barely be able to respond to events the 
size of Andrew and Northridge, let alone the very possible much larger catastrophes. They 
would for many years have absolutely no ability to cope with a second event. The California 
Earthquake Authority currently has the capacity to pay up to approximately S7.25 billion in 
earthquake losses. The Florida Hurricane Catastrophe Fund currently provides approximately 
$1 1 billion of reinsurance coverage to prinuuy insurers. Most of this is supported by authority to 
impose post event assessments to repay loans, not genuine prepaid risk transfer. The Hawaii 
Hurricane Relief Fund would not be able to pay all the claims from another Iniki (which hit the 
small island of Kauai) let alone a severe storm hitting Honolulu on Oahu. 



Capacity/Price 

Theoretically, there is more than enough capacity (capital) in private markets to 
insure/reinsure the worst of natural disasters. Reality, for a number of reasons, is otherwise. 

Prinutfy insurers in the aggregate have substantial capital, but relatively little of it is 
devoted to homeowners insurance in mega catastrophe prone areas. Many companies do not 
insure homes. Many which do, do not write in the **break the bank*' areas. One factor 
discouraging companies from writing in these areas is politically motivated rate suppression. 
Those who do write homeowners insurance in these areas restrict their exposure due to limited 
capital or concern about earnings volatility. 

The entire capital base of reinsurers is not large and they must balance their portfolios. 
Only a fraction of their capital is available to assume risks in any single area. 

The capital markets-pension funds and other institutional investors-have large financial 
resources, but very little of it has reached the catastrophe insurance market. And the price has 
been high— 8.2 times the estimated annual average loss cost in the one significant transaction to 
date. After a major event, the price of such securities, if available at all, most likely would be 
higher. 
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In response to a specific question posed by the committee, one or two years of 
profitability, or three years without an event of the magnitude of the Northridge earthquake, 
changes nothing in regard to the need for federal financial backup for events having an 
occurrence likelihood of less than once in 100 years. I am reniinded of conunentary in Florida to 
the effect that, except for a single isolated event, the insurance business in Florida has been 
profitable. That single isolated event consumed more capital in half an hour than State Farm Fire 
and Casualty had accumulated countrywide in its 60 years of existence. 

RiakfffRuJD 

Actuaries have formulas placing prices on exposing pools of capital to the risk of ruin 
(bankruptcy). As one could expect, the owners of capital expect a higher return when there is a 
risk of total loss. 

Too often financing of a natural catastrophic loss is described as accumulating the funds 
necessary to pay the loss over a period of years. Unfortunately, a 100 year event can occur in the 
first year. Even more frightening, so can a 10,000 year event. No private enterprise can earn a 
competitive rate of return in the business of insurance sitting on this quantity of stagnant capital. 

United States tax policy further aggravates the problem. In most years, insurance of high 
magnitude, low incidence events generates tax liabilities on profits that really do not exist. Yet 
in 1 997 the loss carry- back period was reduced from three to two years. Even if the proverbial 
100 year event were to occur at the statistical mid-point of 50 years, 49 years of profits would 
have been taxed with only two of those years being available for recovery. 

THE SOLUTION 

H.R. 219, the Homeowner's Insurance Availability Act of 1997, is a major improvement 
overthe status quo. It*s most important features are: (1) federal reinsurance for the state funds 
set up to insure or reinsure catastrophic risk; and (2) a price based on estimated average annual 
losses plus a reasonable margin for the contingency of loss estimation error. 

In regard to the federal financial backup of private insurers. State Farm does nol support 
the Federal government providing individually negotiated reinsurance on a company specific 
basis. H.R. 219 avoids this quagmire. State Farm does support the concept of an auction of 
excess of loss conuracts to private insurers, reinsurers and even the capital markets on a state, 
regional or national basis. Because market imperfections and failures have largely been in the 
area of residential insurance, if choices must be made, backup priority should be for residential 
insurance. However, the very largest estimates of potential catastrophic losses clearly include 
insured commercial property losses. Even though State Farm has a relatively small non- 
residential property insurance portfolio, we urge consideration of extension of the excess of loss 
contract concept to include non-residential property insurance coverages. 

The aspect of H.R. 219 which needs strengthening is the commitment to fully fund the 
large losses which fall within the scope of the federal backup promise. This includes multiple 
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mega events in the same year. The mere possibility of unfunded catastrophic losses sends 
tremors through the insurance and lending conununities. Along these lines, the Committee 
should consider transforming the biirs $25 billion limit on the federal backstop from a per year 
to a per event limitation. 

In conclusion, I want to thank the Chairman for holding this important hearing and giving 
me the opportunity to appear before the Committee. There is an urgent need for federal 
legislation to address the natural catastrophe issue. Major weather and seismic events are 
increasingly likely and the number of citizens exposed to these hazards is escalating. The federal 
government has a critical role to play in this process in partnership with the insurance buying 
public, the states, and the private sector. It should enact meaningful legislation, such as the 
Housing Subcommittee reported version of H.R. 219, to create a meaningful federal-state-private 
partnership to lessen the impact of these disasters. 

I would be happy to respoiui to questions from members of the Conunittee. 



48-232 98-11 
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Thank you for piovidiiig the Chicago Board of Trade (CBOT) with the oppoitiinity to 
discuss the latest developments ni catastrophic reinsumoe aheniati ve products, roost notably the 
PCS Catastrophe Insurance Options contracts cunently traded at the CBOT, and to demonstrate 
that private markets have recognized the threat of laige disasters and are acting to develop a variety 
of solutions to that problem. As the world's oMest and largest futures and options exchange, the 
CBOT has 150 years of experience in providing risk management tools to an evolving group of 
markets and industries, from cash grain markets to the interest rate futures in the 1970s, and today 
to the insurance community. 

In 1848, the CBOT was founded to provide a rational, effective and mexpensive 
mechanism for buying and selling physical agricultural commodities. Our simple, but effective 
cash grain nuukets stalled our evolution into the worid's busiest futures exchange. Our 
marketplace serves the worlds of agriculture and finance by providing instruments for managing 
different types of risk. We cunently sponsor trading in over sixty different futures and options 
markets. These markets provide an efficient, reliable mechanism for transferring risk and 
generating price information that is disseminated around the worid to provide a benchnuuk for 
market decisions. Todi^, the CBOT provides a centralized nuffket for buying and selling 
catastrophic reinsurance, which generates similar benefits for those involved in this innovative 
market. The free-maricet risk transfer sohition offered by the CBOT has proven very effective in 
other new areas as well, such as the environment. The CBOT has already presided over three 
annual auctions of sulfur dioxide emission allowances on behalf of the Environmental Protection 
Agency, and plans to provide a centralized maricet for trading sulfur dioxide emission allowances. 
TTienuuket-driven ap proach to this environmental problem has enabled affected parties to 
significantly reduce and manage the cost associated with cutting emissions. 
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In this testmiony. I inteiKltoproWde abioadovervkw of the latest develofmiciits in 
insurance derivative products traded on various exchanges worldwide, but with a primarily focus 
OD the Chicago Board of Trade's ejqierienoe in this area. 

Background 

In the aftermath of Hurricane Andrew m 1992 and the LomaPrieta earthquake in 1994, the 
insurance industry began to seek and encourage new souroes of fimdmg, recognizing that 
increased reinsurance capacity beyond the traditional reinsurance market was needed to cover what 
was cleariy a much larger potential risk exposure. At the same tune insurers were seeking new 
methods for nianaging risks, third parties such as capital markets (including the Chicago Board of 
Trade) recognized the industry disequilibrium that existed and mtroduoed new products, such as 
CAT options, swaps or bonds, to expand remsuranoe capacity and improve market dficiency. In 
fact, in die spring of 1992, prior to the occurrence of Hurricane Andrew, the Chicago Board of 
Trade had already begun to develop capital market sohitions designed to alkiw insurance 
companies and reinsurance companies to transfer their catastrophe risk to the broader investment 
community more efficiently. 

The first catastrophe index futures and options contracts began trading at the CBOT on 
December 1 1 . 1992. A second version of the contracts, based on different, aggregated insured 
catastrophe loss estimates compiled by the Propeity Claims Services TPCS**), began trading at the 
Exchange in September 199S. Today, the CBOT*s product mix includes PCS Catastrophe 
Insurance options for nine regions and states: National, East, Soudieast, Northeast, Midwest, 
West, Florida, Texas and California. These are cash-settled options based on an index of insured 
losses derived from PCS data. Insurers and reinsurers buy these options as synthetic reinsurance 
covers in order to complement their traditional reinsurance or retrocession program. PCS options 
can be traded based on catastrophe triggers (or '*opdon strikes*' in futures parlance) to protect and 
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coiiq)eiisate die insunmoe industiy against catastrophes that would trigger up to $50 billion of 
insured losses in each of the nine regions and states listed at the Exchange. 

In the past two years, other exchange-based initiatives have followed the CBOT footsteps. 
First, in 1996, die New York Insurance Department approved die Catastrophe Risk Exchange 
(**CATEX**) as a reinsurance intennediary. Then, the Bermuda Commodity Exchange opened its 
doors on November 12, 1997 to trade insurance options conceptually similar to that already traded 
at die CBOT. 

CATEX can be broadly defined as an electronic bulletin board on which insurance 
companies (CATEX subscribers) can list risks that they are eager to cede (under a traditional 
insurance treaty format) or to swap against other risks (reinsurance swap transaction). For 
instance, under a reinsurance swap transaction, an insurance company may decide to **swiq)**10 
units of New Jersey windstorm risk against 15 units of Ohio Valley tornado risk (a standard unit of 
risk is worth $1 million). 

CATEX has not been technically designated as an Exchange, but as a reinsurance 
intermediary by the New York Department of Insurance. Under New York law, CATEX can not 
allow capital market firms, such as banks, dealers, hedge funds or ^iransformer** firms to access 
the system. However, this is bound to change soon as CATEX, in a joint venture with the 
Bemiuda Stock Exchange, plans to start operations in Bemiuda. This will allow CATEX to 
expand on die product side to include standardized reinsurance program offerings and to include 
capital market players. 

The Bermuda Commodities Exchange (*3COE'*) was created as the result of an original 
venture between the American Insurance Group (**AIG**), Guy Carpenter &, Company, Chase 
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Manhattan International Finance (an affiliate of Chase Manhattan bank), and other soaaUer entities. 
To date, membetship on the exchange has incieased to 30 films. TbeBGOEisstniduredasafor- 
pixyfit organization with its memben also being shaxehokfefs in the venture. The instnmients 
offered on the BCOG are conceptually similar to the CBOT products. They are cash options based 
on an underlying index or on a single loss event and are expected to trade similarly. 

Volume in CATEX and BCX)E products to date has been negligible. However, open 
interest in die longer-established CBCXTs PCS Catastrophe Insurance Options has continued to 
grow. Let me describe the CBOT products in more detail. 

CBOT'm PCS Caiastrophe insunmee Options 

Generally, exchange-traded CAT instruments differ from reinsurance in that they are niore 
standardized, not negotiated as with traditional reinsurance. To fadUtaie trading, diey are 
standardized in terms of the regions and states covered and in the period during which the losses 
must occur. The buyer and the seller of these contracts do not negotiate the specific terms of these 
contracts, only their value, which is determined on the trading floor using the traditional open 
outcry method which has been an effective price discovery mechaniam for ISO years. 

Price information for any CAT contract bought and sold on the CBOT is then dissemmaled 
throughout the worid, providing a base from which decisions to buy or sell protection against 
potential catastrophic losses can be nude. This price transparency feature is akey attraction to 
capital from outside the traditional insurance industry. New private investors, interested in 
assuming a segment of the risks that were previously available only to reinsurers, can now become 
sellers of standardized reinsurance at die CBOT. 
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The CAT contracts are based on a recognized index of insured industiy catastrophe loss 
estimates for catastrophic events that occurred during a specified time period, usually a quarter or a 
year for a region, a state or nationwide. The CAT contracts are quoted in points. Each point 
represents an industry loss of $100 million. As an illustration, an index value of 100 translates 
into aggregate industry catastrophic losses of $ 10 billion. Currently, the CBOT CAT contracts are 
capped at a maximum level of 500 or about $50 billion for each region and state. 

One of the most popular CAT instruments traded at the Chicago Board of Trade for 
catastrophic risk mitigation purposes is called a call option spread. In essence, call option spreads 
are very similar to aggregate excess of loss contracts. Catastrophe insurance call spreads allow an 
insurance company or a reinsurance company to buy a **layer** of protection between two 
attachment points, called **strike prices" in our financial jargon. A buyer of a call spread would 
buy an option at one attachment point and simultaneously sell an option at a higher attachment 
point. The buyer can select the desired attachment points. For instance, let's analyze a transaction 
that occurred on our markets on April 8, 1998 - a 1998 Westem Annual 150/200 call spread at a 
premium of 2.5 points. An insurer or reinsurer who wants to protect, or supplement the protection 
of, his earthquake exposure in the West bought that layer at the Chicago Board of Trade. A 
150/200 Westem call spread translates into industiy catastrophic losses between $15 and $20 
billion. In our markets, each point is worth $200. The insurer or reinsurer paid a premium of $500 
(2.5 points times $200) per option in order to receive a cover of $10,000 per option (50 points of 
pfx>tection times $200) and the seller (a reinsurer or an investor) received that premium for 
assuming that risk. As 100 options exchanged hands in this transaction, the total cover bought 
was $ 1 million and the total premium paid was $50,(XX) or the equivalent of a 5% rate-on-line, to 
use insurance industiy jargon. 
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If aggregate losses in die Western region during 1998 are below tlie attacfament point of 
ISO, or an equivalent industry loss of $ 1 S billion when tbe option expires, the call spread has no 
vahie and the insurance company will not be indemnified. If aggregates losses are above 200 or 
an equivalent industry total loss of $20 billion, the insurance company will receive the maximum 
possible indemnity of $1 million minus the premium paid up-front The company will alao be 
compensated against losses at any point between the 150/200 triggers. For instance, if losses 
amount to 175 or an equivalent industry loss of $17 J billion, the insurance company will receive a 
compensation equal to the dollar difference between 175 and 150, minus the premium paid up- 
front. 

No doubt exists about the ability to collect that compensation, because of the unique 
qualities of the fiimres industry clearing system. The futures industry uses a system of margin 
payments combined with daily settlement of accounts to ensure contract integrity, biitial nnargin is 
the minimum amount a market participant must deposit in his or her account in order to buy or sell 
a futures or options contract, and nuuntenance nurgin deposits are required on any day that debits 
resulting from a market loss reduce the fiinds in the account below the initial margin level. Daily 
settlement of gains and losses, through a futures clearinghouse, is the most distinguishing feature 
of futures and options markets - and the most vital for maintaining the financial integrity of the 
markets. All positions are marked-to-market every day by the clearinghouse, and daily settlement 
in cash or cash equivalents prior to the market's opening die next day confirms that each clearing 
member firm is solvent and can continue to conduct business in the market 

All reinsurance transactions at the Chicago Board of Trade also benefit from the huge 
fmancial backing provided by its clearinghouse, the AAA-rated Board of Trade Oearing 
Corporation (BOTCC). The BOTCC, which is a separate entity from die CBOT, ensures die total 
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integrity of the market by acting as a third-party guarantor to each transaction perfomied at the 
Board of Trade. In addition, the BOTCC plays an integral part inmarket transactions. As 
described above, its roles include, among others, the daily matching of trades, as well as collecting 
and holding margins which are financial guarantees required from both buyers and sellers to ensure 
that they fulfill their trade obligations. In short, the third-party guarantee of the clearinghouse 
draws great strength from a clearing system that has been in place and has evolved over many 
years. For over seventy years, no customer of a clearing member has ever lost money due to a 
default under the clearing systems used at the Chicago Board of Trade. 

In short, the CBOT catastrophe contracts are standardized instruments that track the 
industry catastrophic loss results during a specified time period and allow companies to insure 
themselves against a self-determined level of loss. Investors from the capital markets are interested 
in taking on the risk of that loss in hopes of a profit. In order to maximize the benefits of the 
coverage received at the Chicago Board of Trade, an insurance company must compare its 
catastrophic regional or state exposure with that of the industry and adjust the amount of protection 
needed appropriately. An insurance company must first determine the appropriate level of 
coverage needed by relating its attachment points to that of the industry and also assess the amount 
of coverage needed by calculating the proper amount of contracts needed. 

Although reinsurance capacity channeled through the CBOT remains small to date (about 
$80 million since September 1995), it is growing rq>idly. Open interest in the PCS catastrophe 
insurance options (which can be used as a measure of the capacity handled through our market) has 
grown by 65% between 1996 and 1997. This number is even more remarkable as the traditional 
catastrophe reinsurance market has considerably softened over the last two years. To date, there 
have been transactions in all of the nine regions and states offered at the Exchange. A recent 
breakdown of the transactions shows that capacity offered at the CBOT was distributed across 
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regions and states as follows: 22% East, 16% National, 14% Midwest, 12% West, 10% 
California, 9.5% Southeast, 8.5% Florida, 6.5% Northeast and 1.5% Texas. 

The CBOT plans to pursue its penetration into the insurance and reinsurance markets by 
expanding its current catastrophe product line to options based on single catastrophic events, bodi 
in the U.S. and abroad. Single-event catastrophe insurance options based on the U.S. territory are 
expected to be listed on the Exchange, subject to systems development, within 12 months. In 
addition, the CBOT also envisions listing Japanese Earthquake options. 

Benefits of Market-Based Management of Catastrophe Risk 

The CAT contracts offer many benefits to the insurance industry. By introducing these 
products, the Chicago Board of Trade has essentially securitized catastrophic risk. This works to 
the benefit of the insurer or the reinsurer since, at any time, they can liquidate their open positions, 
terminating their coverage when and if it is no longer needed. In addition, the tradeability feature 
has attracted new sources of capital from beyond the traditional reinsurance market by providing 
private investors with an opportunity to invest indirectly in the insurance industry. Investment, 
commodity and pension funds are interested in using the CAT contracts because these instruments 
provide another means to diversify dieir portfolio risk. The return received from selling pure 
insurance risk displays no correlation with retums of other asset classes, such as stocks and 
bonds. 

Unfortunately, regulatory and accounting barriers deprive many potential users of the 
benefits of CAT contracts. Only California, Illinois and New Yoik' have expressly addressed an 
insurance company's authority to engage directly in exchange-traded insurance derivatives. In 



iThe New York legislation lapsed pursuant to a sunset provision on December 31, 1996, 
before implementing regulations could be adopted. 
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each of these jurisdictions, such authority has been limited to hedging transactions. In addition, 
the National Association of Insurance Commissioners (NAIQ does not treat CAT contracts like 
reinsurance for accounting puiposes. For example, if insurance companies manage their risk 
exposure by purchasing traditional reinsurance, they are rewarded by being allowed to increase the 
level of coverage they write. No such increase is granted to conq)anies managing their risk 
exposure through CAT contracts, thereby penalizing companies for using CAT contract to manage 
their risk, and certainly discouraging a number of potential companies from utilizing these risk 
management tools. These are issues the CBOT and others involved m irmovative insurance risk 
management continue to try to resolve. 

As part of the CBOT*s focus on these and other issues of concem to the potential market 
for our risk management services, the exchange is also co-sponsoring an initiadve, currently 
dubbed the Chicago Board Insurance Exchange (**CBIE**). Last year, the nimois Department of 
Insurance made available an additional license for a new Insurance Exchange. In the fall of 1997, 
the CBOT retained a consulting firm to explore the feasibility of establishing a new Insurance 
Exchange in Illinois and determined that it should seek insurance and capital market partners to 
create and develop a risk distribution mechanism solely for novel forms of insurance. For 
instance, insurance companies could lay off a risk on their books by issuing **company indenmity 
warranties" on the CBIE. These warrants could become divisible and tradeable in a secondary 
market. 

The organizers of CBIE are currently evaluating what organizational structure could be 
created to efficiently allow risk ceders (insurance and reinsurance companies) to treat the risk 
posted on the CBIE as insurance, while allowing risk assumers to be members of both the 
insurance and reinsurance corrununity as well as the investment community. (To date, as you may 
know, state insurance laws do not allow for private investors to directly handle the business of 
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insurance, hanqiering access to this pool of available capital.) In addition, if the CBIE evolves as 
planned, this initiative would provide an attractive altefpative tax and g^;ulalD^ 
compete successfully with ofbhoie locations, such as Bennuda, which are cunently attracting 
such U.S. insurance business. 

Comeiusiom 

CBOT catastrophe insurance options contracts and the other exchange-based initiatives 
described in my testimony ofifer creative catastrophe risk mitigation alternatives to insurers that can 
supplement traditional reinsurance coverage and offer additional protection against very huge 
catastrophes. Such contracts can be extremely beneficial to the reinsurer who can now, in a low 
cost manner, transfer some of his risk to the financial maikets, thereby freeing resources to write 
additional direct catastrophic coverage to primary insurance companies. Our experience continues 
to demonstrate that there is a maiket for innovative, private maiket instiuments to nuuiage 
insurance risk, and, that there is a maricet of investors willing to take on that risk. By channeling 
additional capital sources towards the msuranoe industry, the Chicago Board of Trade believes it 
has helped enhance the worklwide catastrophic reinsurance capacity. 
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Chainnan Leach and Members of the Banking Committee, it is an honor to apjpcar before you on 
behalf of the Reinsurance Association of America. We commend you, Mr. Leach, as well as Messrs. 
McCoUom and Lazio, in particular, for your leadership in promoting legislation to address the issue 
of natural catastrophe exposure and insurance. 

The Reinsurance Association of America represents domestic property and casualty reinsurers. ' For 
many years, our members have been committed to creating an appropriate federal role addressing 
natural catastrophe exposure. We remain convinced that federal involvement is a necessary 
component of any ultimate solution. 

THE PRINCIPLES OF NATURAL DISASTER POLICY 

The reinsurance industry has maintained a consistent position on die need for high-level federal 
involvement in excess of private market capacity. Catastrophe insurance and reinsurance coverage 
otherwise should be preserved for private sector carriers. State catastrophe funds should only be 
employed as a last resort. 



Often described as "the insurance of insurance companies,** reinsurance is a sophisticated transaction 
by which one insurer indemnifies, for a premium, another insurer against all or part of a loss that it 
may sustain under its policies. The fundamental objective of insurance, to spread risk of loss, is 
thereby enhanced by the insurer's ability to spread that risk further throv^ reinsurance. 

Illustrative of that risk spreading function, roughly two-thirds of all catastrophe reinsurance for risks 
in the U.S. is provided by off-shore sources. 

The primary purposes of reinsurance are to: (1 ) limit liability on specific risks; (2) to stabilize loss 
experience; (3) to protect against large losses; and (4) to increase capacity. Each of these uses is 
reflected in insurers' purchase of reinsurance for protection from catastrophic natural disaster losses, 
though the degree to which each insurer will utilize reinsurance for one or all of these purposes is 
determined by each insurer after assessing its own exposure to losses and its own capital resources. 
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That position is rooted in the following principles, which we urge the Committee to adopt as its own: 

( 1 ) natural catastrophe exposures, hurricanes and earthquakes, are insurable risksin the private 
sector; 

(2) government's role should be to address insurer solvency in the event of a mega-catastrophe, 
hereby fostering private sector coverage and preserving the claims paying ability of insurers; 

(3) the risk of natural catastrophes is best insured in a diversified marketplace which avoids 
concentration of risk in too few insurers or state programs; 

(4) the private sector's role, including insurance, reinsurance and capital markets, should be 
maximized and such financing mechanisms iiilly exhausted before any government capacity 
is provided, state or federal; 

(5) the government should encourage, and - where appropriate ~ fund pre-disaster hazard 
mitigation efforts; and 

(6) any federal proposal should address personal and commercial lines,^ since both forms of 
coverage are affected by catastrophic events. 

Those principles form the basis for the RAA's evaluation of all disaster-related legislation, whether 
they be federal or state proposals. They are founded solidly in the belief that the private market is 
the appropriate bearer of catastrophic risk, but are tempered by the recognition that a natural event 
could occur, one greater than any which has occurred to date, which exceeds the resources of the 
U.S. insurance and global reinsurance industries. 



Questions often arise about distinctions between reinsurance for commercial or residential 
exposures. Property catastrophe reinsurance customarily does not make such a distinction unless 
the reinsured company is principally an insurer of one class of business or the other, or otherwise 
seeks reinsurance for only one type of exposure. The most common form of property catastrophe 
reinsurance is "excess-of-loss," whereby the reinsurer assumes the loss excess of some loss 
experience of the reinsured - whether commercial or residential coverage. 
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HOW CAPACITY IS PROVIDED 



At the outset, it b critiad in evaluating the capanty of the indusdy t^ 

that insurance ciqsacity for natural catastrophe exposures is provided by insurers and reinsurers, but 
the bulk of the catastrophe risk is retained by primary insurers ^lo provide coverage directly to the 
public. Reinsurers provide protection for insurers in the face of large catastrophe losses but our 
segment of the industry, by premium volume or surplus, is roughly one-tenth the size of the primary 
insurance industry. Although reinsurers bear a significant portion of catastrophe losses, several of 
the largest national personal lines insurers, for example, purchase little, if any, reinsurance, because 
their resources, as reflected in their capital and surplus, are large enov^ to retain risk and absorb 
shock losses. A smaller or regional insurer. ho%vever, may rely on reinsurance to spread its risk of 
loss. No insurer should, or wants to, expose its entire capital base to the threat of a single natural 
catastrophe or an accumulation of catastrophes. In addition, insurers have a responsibility to 
stockholders or, in the case of mutual insurers, policyholders, to see that their capital provides an 
adequate return on equity and is not exposed to a risk of ruin from natural catastrophes. 

DEVELOPME^r^S IN CATASTROPHE INSURANCE MARKETS 

Fortunately, since the early 1990s, many positive developments have occurred which demonstrate 
that, working with state government, private insurance markets have been resilient to major 
catastrophe losses and have dramatically improved their ability to absorb catastrophe risk: 

• As an industry, and for the major insurers of catastrophe exposure, capital and surplus, the 
cushion that absorbs shock losses from catastrophe risk, has nearly doubled since the end of 
1 99 1 . This time period includes the payment of claims from the two largest privately insured 
catastrophes in our Nation's histor>'. Hurricane Andrew (SI S.S billion) and the Noithridge 
Earthquake ($12.5 billion). Industry surplus at year-end 1991 was SI 58.7 billion. At the end 
of 1997, the surplus was $3 1 1 billion. 
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Most, if not aU, insureis have taken stq>s to better assess their catastrophe expo^^ 
in place programs that mitigate the risk of financial impairment to their companies. These 
steps have included the establishment of subsidiaries devoted exclusively to high-risk 
maikets, better management of the utilization of reinsurance, use of new capital maikets 
products and special purpose vehicles (discussed below), and catastrophe modeling to better 
evaluate exposure and establish premium levels commensurate with the risk. 

New capital markets products have been developed and implemented in the last few years 
to securitize insured catastrophe risk and provide additional capacity to insurers. (See 
Appendix A for specific examples.) Some of the Nation's most prominent investment 
banking and securities organizations have actively securitized insurance catastrophe risk, 
including the Chicago Board ofTrade, Goldman Sachs, Morgan Guaranty Trust, J.P. Morgan 
Securities, Credit Suisse First Boston, AON Re Services, and Sedgewick Lane Financial. 
In 1 997, $ 1 billion of such transactions took place. These firms report high expectations for 
expanding this maiket exponentially to fill capacity needs above that available in the 
insurance and reinsurance industry. 

Reinsurance capacity has increased dramatically in the last five years and, as a result of a 
very competitive maiketplace. prices have dropped. (See Appendix B.) A study of actual 
excess-of-Ioss catastrophe reinsurance contracts in place by Swiss Reinsurance Corporation 
shows approximately S 1 8 billion of catastrophe reinsurance covering U.S. risks. Following 
a dramatic rise in reinsurance catastrophe prices in 1992 and 1993, prices are now nearly at 
the original pre-Hurricane Andrew rates. The Swiss Re study does note, however, that on 
the basis of a one-in-one-hundred-year earthquake or hurricane loss, insurers are generally 
under-reinsured and that capacity is widely available. 

State insurance departments have been working with insurers to allow changes in policy 
coverages and premiums that bring premiums in line with the risk of catastrophes in their 
markets and give consumers options in line with their resources. 
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Together, the above developments have done much to address consumer level concerns about the 
availability and affordability of catastrophe insurance and have provided additional security to 
insurers against the threat of financial impairment. Evidence of this is best reflected in the recent 
report on coastal insurance issued by the State of New York, citing increases in the number of 
coastal homeowners policies in the voluntary insurance market; an increase in the number of agents 
and brokers servicing that market; a decline in writings by the New York Property Insurance 
Underwriting Association (a state-mandated market to ensure availability); and an increase in the 
number of insurers that are servicing the New York coastal market. 

Florida Insurance Commissioner Bill Nelson has also noted that 22 private insurers, most of them 
new to the Florida market, have removed 750,000 policies from the state-run Joint Underwriting 
Association, bringing the JUA below 400,000 policies for the first time since April 1994. This is 
a clear sign of a recovering private market. 

Policyholders and others exposed to natural catastrophes may. in some areas, still be facing coverage 
and pricing issues, thereby prompting this important hearing, but the marketplace is exhibiting 
extraordinarily positive signs with regard to its ability to insure the risk of natural catastrophes 
without threatening their own financial position. 

THE FUNDAMENTAL PROBLEM 

Notwithstanding these positive developments, a fundamental problem facing insurers and their 
policyholders remains: the threat of a mega-catastrophe that exceeds the resources of the insurance 
and reinsurance markets. An insured catastrophe that, for example, exceeds 15 percent of the 
aggregate surplus of the industry could have a significantly negative effect on the industry's ability 
to continue to provide coverage. A study being conducted by The Wharton School at the University 
of Pennsylvania entitled, "Managing Catastrophe Risks," states that preliminary estimates (based on 
1 996 figures) indicate that insurer insolvencies begin at shock levels of around $45 billion in insured 
loss. 
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The best approach to address this problem is straight forward: 

• Consumers ^lo live in catastrophe-prone areas should pay a premium for insurance in direct 
relationship to that risk and be given coverage options that allow them to evaluate the level 
of risk they choose to retain on their own account; 

• States and communities working with the federal government should institute pre-disaster 
mitigation programs, including i^ipropriate building codes and hazard reduction measures; 
and 

• At the federal level, a safety net providing protection for insurers above which they cannot 
absorb catastrophe losses should be put in place. 

With these measures, private sector competition and capacity will continue to flourish, damage to 
homes and lives will diminish and. in the case of a mega-catastrophe, the financial infrastructure of 
the industry would renuun intact, thereby averting wide dislocations throughout the economy. This 
combination of state regulatory action and federal legislation will solve this problem. 

EVALUATION OF PROPOSED FEDERAL APPROACHES 

It has been suggested that the two bills introduced in Congress, HR 219 and HR 230, as well as the 
Housing subcommittee bill (also designated as HR2 1 9) are similar approaches. In fact, HR219 and 
HR230 take fundamentally differing approaches, both in scope and structure. HR 219, the 
Homeowners Insurance Availability Act of 1 997. would provide federal government reinsurance to 
state government-sponsored catastrophe fiinds once losses exceed the greater of funds* claims- 
paying cspacity^ or S2 billion, or. in the case of new state programs, $2 billion or the greater of the 



^e CEA capacity is estimated at $10 billion in residential insured losses. The Florida 
Hurricane Relief Fund is estimated at $12 billion in residential losses. 
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one-in-one-hundred-year event. HR 230, the Natural Disaster Protectioii and Insurance Act of 1 997, 
would authorize Treasury to auction excess-of-loss bonds to public and private catastrophe risk- 
bearers, insurers and state funds, which would pay pre-determined amounts in the event of losses 
that exceed SIO billion. 

In comparing the two approaches with our principles, HR 230, with a higher threshold than SIC 
billion, meets the principles of the private market solution we previously stated. We urge the 
Committee to adopt this approach. 

Structural Incentives : The fundamental distinction between the two proposals is ^ structural 
incentive each provides for addressing catastrophe exposures. HR 2 1 9, by providing reinsurance to 
state-operated government entities, encourages more state government, taxpayer-subsidized 
solutions. If this government program to government program approach is adopted, states will be 
pressured by strong incentives to create new funds or restructure existing state authorized insurance 
pools to qualify for the federal reinsurance. Private insurers will transfer catastrophe risk to state 
government, taxpayer-financed funds, which in turn will transfer that exposure to federal 
reinsurance. 

It has been suggested that state funds are cheap reinsurance. This is misleading. While a state fund 
such as in Florida probably does underprice the private reinsurance market up-front, it is predicated 
on surcharges of policyholders after the catastrophic event. The Florida Insurance Department 
regularly points out that in the event of significant losses to the Florida Catastrophe Fund, consumers 
would be subject to heavy surcharges. "If hurricane losses reach S20 billion, all Florida homeowners 
could suddenly face a 40 percent increase in their insurance bill in the first year after the stomL..," 
press release February 12, 1998. If in California, the Earthquake Authority is unable to pay ail 
claims, it must, by law, pay claimants a percentage based on available funds. 

Don*t be mislead: it is "pay now or pay later." 
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In addition, federal reinsurance must be purchased, which, unless subsidized, most certainly will 
necessitate increases in consumer premiums 

HR 230, in comparison, would auction bonds to all risk-bearing entities, thereby supporting private 
as well as public solutions. Indeed, it is likely that a new insurance futures market providing 
welcome additional capacity would be developed based on the model of the federal excess-of-loss 
contract In addition, the excess of loss contracts will serve as vehicles for insurers and reinsurers 
to create a secondary market for small or regional companies. 

This structural distinction, then, while seemingly philosophical in nature, has major iii4>lications for 
the long-term development of the homeowners insurance marketplace, as well as for the role of 
government in insurance markets generally. HR 219 will CBCoarage tkc greater intmsion instate 
foveniacBt into tkc private insarancc market, while HR 230 will CBCoarage tkc cspansion of 
private market insarance. Federal excess-of-loss contracts will free capital of reinsurers and 
insurers to serve capacity needs at lower capital levels. 

Triffers: Another provision of the two bills that should be addressed is the point at which each 
proposal would have the federal government begin paying on its obligations. HR 2 1 9 sets that point 
at whatever the claims-paying ability of the state fimd is detennined to be (though S2 billion and $ 1 
billion of residential insured loss are specifically referenced in the bill); while HR 230 sets $10 
billion as the trigger point at which the U.S. Treasury would begin reimbursing bond-holders. 

Both triggers fall below the actual residential and commercial claims paid by industry for our 
Nation's largest insured losses: Hurricane Andrew at $1 S.5 billion and the Northridge, California, 
Earthquake of 1994 at $12.5 billion, in short, botk triggers sigDificaatly anderestiiiiate private 
iasarancc capacity, and both would likely lead to a aajor dislocation of private market 
capacity in fnvor of federal capacity, particularly if done at subsidized rates. Furthermore, by 
virtue of the feet that states can essentially define their own triggers under HR 2 19, such a standard 
would undoubtedly lead to the maximization of risk-shifting to the fiedend government, or the 
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abandonmem of private sector financing for Stale funds (such as the 
layers of the California Earthquake Authority). 

The Committee should consider a conservative nile of thumb often referenced in the private maiket: 

• Insurers retain catastrophe losses in the normal course of business of five percent of industiy 
surplus (S3 1 1 billion) or S 1 5.5 billion 



plus 



o Risk transferred to reinsurers of another five percent or $ 1 S.5 billion (this is iqspropriate for 
most insurers to transfer; large, highly capitalized insurers would retain this limit). 



plus 



• For the further development of capital market products (add an additional two percent of 
industry surplus or S6 billion). 

Therefore, an appropriate "trigger" (including residential and commercial coverage) would be S37 
billion as of year-end 1 997. By using surplus, the trigger adjusts based on the fmancial experience 
of the industry. 

When one considers the totality of losses that typically occur in the event of natural catastrophes, 
including residential losses and commercial losses, the RAA is optimistic that a trigger level can be 
developed that provides significant assistance to state funds and insurers, yet does not displace 
private sector resources. 

State Auction of Reinsurance : HR 2 1 9 was amended at the subcommittee level to include a program 
whereby states would purchase federal reinsurance and auction it to insurers. We believe that the 
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Siaie Auction qf Reinsurance : HR219wMainfgicif}ri at the subcomimttM level to include apw^^ 
whereby stales wouM puichase fedend reinsurance and auct^ We believe that the 

objective of this proposal is to ensure that small insurers have access to federal financial sapjporU 
however, we know of no constituency for this state auction concept. Whether states have the legal 
authority or the desire to do this is a question the Committee should ask. How Treasury would 
price this on a state-by-state basis is unclear and what happens with contracts not purchased by 
insurers at a state auction is also a major issue. In addition, it would be a mistake to compromise 
the total capacity by parceling it out The goal ofserving smaller insurers should, perhaps, be best 
left to administrative determination pursuant to the targeted auction of excess of loss contracts, or 
the secondary private market that will definitely develop.. 

Beware The Risk Shifting Game : The RAA believes that HR 219 could actually dilute the fmite 
amount of proposed federal reinsurance capacity or require additional federal reinsurance capacity 
due to its incentives for the creation of more state funds. As more state funds are created, as they 
inevitably will, the federal capacit>' would get shared among more buyers, thus making it less 
valuable to the three existing funds. Pursuant to HR 219, qualifying state funds could structure 
themselves so that the federal reinsurance is accessed at lower loss amounts, thereby shifting 
substantial exposure onto the federal reinsurer and lessening reliance on the private sector; while 
creating a moral exposure due to the solvency risk created by the single-event nature of the 
qualifying funds. 

In terms of the potential consequences of HR 230, it is clear that a new federal exposure to natural 
catastrophes would be created, but that would also be funded through the auction price. That 
auction process, as highlighted earlier, should facilitate the creation of a new private catastrophe 
futures market, thereby focusing creative thought and capital resources on developing innovative 
private sector financing techniques, rather than fostering a dependence on state government 
insurance programs. In sum. it better utilizes private sector resources and approaches. 
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Most importantly, though, a high-level threshold for catastrophe bonds provided for by HR 230 
would diminish the threat of insurer insolvency fix>m a major catastrophe, promoting them to write 
more residential and commercial coverages in disaster-prone areas. 

Federal Insurance Repdatorv Oversight : Together, more state funds, low triggers for federal 
reinsurance, and the requirement that Treasury underwrite each state fund based on risk covered and 
the prices being charged to consumers, will require policy makers to create some form of regulatory 
oversight mechanism. This federal regulatory entity would have to make an evaluation of 
underiying insurance rates charged to consumers (required by HR 2 1 9 to be actuarially sound), and 
oversee solvency of state funds. It should also be mentioned that a federal reinsurance 
administration will be necessitated in order to underwrite the reinsurance, establish rates and pay 
claims. 

CLOSING REMARKS 

The RAA principles on natural disaster legislation are rooted in the belief that capitalistic 
incentives, operating within a flexible regulatory environment, provide ample motivation for the 
private sector to offer homeowners and commercial insurance in disaster-prone areas. However, 
they also recognize that the inherent nature of the risk associated with that coverage creates a high- 
level capacity void that only the federal government can fill. 

Those principles are further strengthened by a marketplace that is improving with each passing day: 
more companies are writing more coverage: technology is improving insurers^ ability to underwrite 
accurately; and new forms of reinsurance and capital market products are altering the complexion 
of catastrophe risk management. 

Combine these dynamic developments with the guidance being exhibited by Congressional leaders 
such as yourselves, and I am optimistic that we are approaching a private/public partnership that 
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wiU help ensure the availabUity ofhomeowners and conimerdal insult 
prone areas, while properiy maximizing the resourees of the private sector. 

I urge you to support the minimum level of federal government involvement necessary to maximize 
the resources of private insurers, as reflected in HR 230 with a higher trigger. 

I thank you for this opportunity to testify, and I welcome any questions you might have. 
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SECURinZING NATURAL DISASTER RISK 

Nationwide - Nationwide has the option to issue up to $400 million of 9.222% surplus notes to 
fund new business opportunities or as reimbursement to catastrophic losses. Contract with Morgan 
Guaranty Trust Company. (1995) 

State Farm - A S3 billion revolving credit facility has been set up for State Farm to cover 
catastrophe losses. The deal was arranged by J. P. Morgan Securities, Inc. (1995) 

Arkwright - Arkwright has set up a trust to issue SI 00 million in trust notes to private investors. 
New proceeds of the notes will be used to buy government securities held by the trust (1996) 

AIG Combined Risks/Bcnficld - Placed 5 catastrophe-linked bonds with an investment fund 
managed by Mercury Asset Management. Bonds will pay out if a catastrophe exceeding an agreed 
trigger occurs in: U.S., Japan, Australia, Caribbean, Europe or Japan. (1996) 

Hannover Re - Sold $100 million worth of catastrophe cover. The portfolio-linked swap is 
comprised of the following: Japanese earthquakes, U.S. natural catastrophes, Canadian natural 
catastrophes. North European storms. North European other catastrophes, Australia - all 
catastrophes and aviation excess-of-loss. (1996). 

St. Paul Re - $68.5 million deal through Goldman Sachs & Co. to increase capacity. St. Paul Re 
will cede reinsurance business from five classes under a 10 year reinsurance treaty. Investors 
participate in excess-of-Ioss underwriting by investing in bonds or preference shares. Enables St 
Paul to increase capacity in 5 excess-of-loss classes: U.S./Caribbean property-casualty, European 
property-casualty, other property-casualty, retrocessional/Lloyd's short-tail and marine and 
aviation. (1997) 

Winterthur Swiss Insurance Group - Placed $282 million of catastrophe bonds in private capital 
market. The bonds cover Winterthur exposure to auto claims stenmiing from domestic summer 
hailstorms. Transaction managed by Credit-Suisse First Boston. (1997) 

Swiss Re - Placed $137 million in two-year bonds tied to reinsurance losses from a potential 
California earthquake. Swiss Re and Credit Suisse First Boston were the placement agents for the 
notes. (1997) 

Horace Mann Educators Corporation: Agreement allows Horace Mann to receive up to $100 
million from Center Re. the transactions underwriter, in exchange for an equivalent value of its 
convertible preferred shared in the event of a mega-catastrophe. (1997) 

RLI Corporation - Aon Re Services developed a $50 million catastrophe equity put (CatEPut) for 
the RLI Corporation. The deal was underwritten by Centre Re. In the event of a catastrophe which 
exhausts RLFs traditional reinsurance coverage, the CatEPut program allows RLI to sell up to $50 
million in preferred shares to Centre Re. (1997) 
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USAA - USAA placed $400 million of hurricane bonds in the private placement maricet. The bonds 
will provide USAA with an excess-of-loss cover tied to a single hurricane producing losses of more 
than $ 1 billion during a one-year reinsurance period. The offerings syndicate managers were Merrill 
Lynch & Co., Goldman Sachs & Co. and Lehman Bros (1997). 

LaSaUe Re - Aon Re, Inc. and Aon Securities Corporation developed a SlOO million multi-year 
Catastrophe Equity Put (CatEPut) option p iogiam for LaSalle Re. The option program allows 
LaSalle to issue up to $ 1 00 million in convertible prefe r red shares in the event of a major catastrophe 
or series of large catastrophes that result in substtuitial losses to LaSalle Re. (1997). 

RcUaaee NatkHial iBsanwcc Coapany - Completed a $40 million securitization of ix>n- 
c a tastrophe coverage for its property, aviation, marine drilling and satellite launch exposure. The 
placement ties bond payment trigger points to a catastrophe index established by Swiss Re. 
Sedgewick Lane Financial structured the deal (1997). 

Allstate iBsarancc Ca. - Allstate announced a plan to form a second Florida-only subsidiary to help 
depopulate the Florida Residential Property and Casualty Joint Underwriting Association 
(FRPCJUA). The new subsidiary is expected to assume most of a plan to remove 49,000 policies 
from the FRPCJUA. The remaining policies will be assumed by Allstate*s existing Florida-only 
subsidiary. Allstate Floridian (1997). 

Centre SolutioBS - Completed an $83.5 million transaction, whereby it retrocedes that amoum of 
coverage to Trinity Re. a specialty purpose reinsurer, which in turn securitizes the coverage into two 
bond offerings. The transaction provides high level protection to a Florida-only startup insurer, and 
is triggered by a Florida hurricane which causes the company to sustain over $45 million in losses. 



Prepared by RAA. April 21. 1998 
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PARAGON CATASTROPHE PRICE INDEX, 1984 - JULY 1996 




1964 198S 198S 1988 



1981 1992 



Attribution: Paragon Reinsurance Risk Management Services, Inc. 
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before the 
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Washington, D.C. 
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Mr. Chairman, Thank you for the opportunity to address the Committee on proposed 
legislation (H.R. 219) that deals with what recent history has shown to be of extreme 
importance to our country, the impact of catastrophic events. 

Chase has been a leading provider of financing and advisory services to the insurance industry 
and the original provider of fmancial products to fund catastrophic property insurance risk. 
We have served as an underwriter and provider of capital, liquidity and advice to the Hawaii 
Hurricane Relief Fund, the California Earthquake Authority, and the Florida Windstorm 
Underwriting Association. These pioneering programs operating at the state level helped to 
restore and ensure the continued availability of residential property insurance. 

Given its experience. Chase has a unique perspective on the roles of state and Federal 
government in the private insurance market. My comments today will focus on the following 
five areas 1 ) the degree to which state programs hinder voluntary market opportunities, 2) die 
limits on capacity of private capital and reinsurance markets to satisfy catastrophic exposures, 
3) the appropriateness of the state retention level at a one in one hundred year event, 4) the 
differences in commercial insurance exposure to catastrophic events as compared to personal 
insurance and 5) the differences in pricing rationale between primary insurers and reinsurers. 

Chase has been actively involved in Florida, California and Hawaii. Each of these geographic 
locations experienced severe catastrophic events in the early 1990*s which caused disruption in 
their voluntary markets. In 1992 Hurricane Iniki caused $1.6Bn of insured losses in Hawaii. In 
response, the Hawaii Hurricane Relief Fund was established by the State Legislature and 
Insurance Department in 1993 for which Chase arranged a $500MM bank liquidity ftdlity in 
1 994 The California Earthquake Authority was created in response to the Northridge earthquake 
which caused $12 5Bn in losses in 1994 The CEA utilized Chase to secure a S700MM bank 
facility to increase its claims paying resources at the beginning of 1997. The Florida Windstorm 
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UndenwiTtiiig Association was fonned in 1970 to provide coverage fi>r exposure to losses caused 
by windstorms in Monroe County wUch inchides the Florida Keys. After the $16.2Bn in losses 
caused by Hurricane Andrew in 1992, the Association has been greatly expanded to inchide 
portions of 29 of Florida's 35 coastal counties. In 1997 Chase underwrote $750MM in pre-event 
notes for the Association and increased the bank liquidity ftdlity to $1 .7SBn. In each of these 
situations the establishment of a new fond or the expansion of an existing program helped to 
stabilize the market in the short to medium term. Following an event, state fonds provide a 
critical role by supplying liquidity to the market as well as stabilizing pricing in a volatile 
environmem. As this suggests, the state programs are a necessary tool in areas subject to 
catastrophic exposure in the short to intermediate term. In the states which employ these 
programs we have seen a return of insurance coverage to the private market after a stabilization 
period as evidenced by the reduction of policies in the Florida Residential Property and Casualty 
Joint Underwriting Association, during the past two years. It should be noted that the policies 
provided by these programs must be priced at actuarially sound levels and not at levels intended 
solely to decrease overall premium levels by providing '^subsidized** coverage. If prices are not 
set at sound levels the result would clearly be to hinder the private market with the taxpayer 
footing the bill. 

When assessing the need for any type of governmental program, an obvious prerequisite is to 
ensure that the private markets cannot provide the service before looking to the government to 
become a provider. In this case the analysis suggests an assessment of the capacity of the 
reinsurance and capital markets to provide capital for the support of catastrophic events. With 
respect to the insurance industry there are two factors which constrain the level of support that 
the industry can provide: the absolute amount of capital available to support catastrophe lotwi 
and the risk appetite for exposing capital to areas subjea to very large catastrophic losses. The 
reinsurers which provide roost property catastrophe reinsurance, for example, are located in 
Bermuda. At the end of 1997 the total capital of these companies was slightly greater than 
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$6Bn. As a comparison, that capital is less than half of the $16.2Bn of uisured losses from 
Hurricane Andrew in 1992 or the $12.5Bn in losses from the 1994 Northridge earthquake. 

The recent increase in the real estate development in coastal and other catastrophe prone areas 
has caused the potential for loss in these regions to grow exponentially. In order to avoid 
excessive exposure to one particular catastrophic event, reinsurers create geographic or zonal 
limits to the amount of coverage that they provide. The limit is typically set to ensure that a s 
catastrophic event will not deplete a specified portion of the reinsurers capital. The increase of 
exposures in certain areas has created a larger disconnect between the needed level of coverage in 
certain areas and the ability to buy coverage at desired price or premmm levels. The Hawaii 
Hurricane Relief Fund, for example, can purchase reinsurance coverage well in excess of its 1 
in 100 year event of $650MM; the Florida Windstorm Underwriting Association will see a 
marked decrease in supply as it approaches its 1 in 100 year event of approximately $5.0Bn. 
There is clearly a very important role for reinsurers, but they cannot provide a solution for all 
aspects of catastrophe protection. 

The capital markets began providing capital to finance losses fi-om catastrophes in 1994 with a 
SSGOMM bank facility for the Hawaii Hurricane Relief Fund. Since then over SlOBn in 
catastrophe-liquidity has been provided by the capital markets. The form of the capacity 
provided by the capital markets has progressed from revolving bank liquidity facilities to the 
broader public market with notes that provide liquidity capital. Most recently, risk transfer 
products have been ofTered which move beyond provkling liquidity capital to providing capital 
that will bear the risk of catastrophic events with securities commonly referred to as CAT 
bonds. It is important to note that although these risk transfer products have great potential to 
provide capacity, the market is clearly in its early stages of development with a total of only 
60-80 investors. As capital market products contirme to evolve and grow, we will see 
increased benefit to the areas that need additional capital to support large catastrophic event 
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claims. Reinsurers and the capital markets both provide substantial capital to the programs that 
operate in Florida, California and Hawaii. The most recent data available indicates that over 
S3.0Bn in coverage is provided by reinsurers for these programs and ahnost $6.0Bn in capital is 
available from the capital markets to provide liquidity for the programs to quickly pay claims. 
However, it is essential to note that investors providing this capital require a sufficient return 
on their investment. This applies to equity invested in a reinsurer as well as to an investment 
in a bond with remms linked to the occurrence of a catastrophic event. It is our belief that due 
to this required remm by all investors in the capital markets, capacity will still be needed to 
support extremely low frequency, high severity occurrences. 

The obvious question then becomes: What is the breaking point that defmes an "extremely low 
frequency, high severity event"? And is the level of ^ 1 in 100 year event that H.R. 219 
suggests that breakpoint? This level, referred to as the 100 year probable maximum loss, will 
vary greatly across regions and among states based primarily on the value of the development 
and the probability of a catastrophic event in that region. For example, the losses incurred due 
to a 1 in 100 year event for southern Florida because of weather and development will be 
many times greater than the losses incurred due to a 1 in 100 year event for Wyoming. This 
measure, however, is the standard tool used by agencies that rate insurers and for that reason it 
has become a level to which most insurers and reinsurers will protect themselves. 

As do the existing state programs, the proposed legislation (HR 219) only deals with personal 
or homeowner's insurance and not commercial property insurance. There are good reasons for 
not including conunercial property insurance in this type of support. Historically, there have 
not been severe capacity problems in the commercial property insurance market, and 
conunercial entities have greater fmancial resources than residential policyholders. In 
addition, conunercial property has not experienced as great a share of the fmancial losses 
caused by catastrophic events. A recent smdy by Insurance Services Office, Inc. showed that 
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commercial losses made up only 27% of the catastrophe losses expeiieaced in the first quarter 
of 1998. There does not appear to be a critical need for additiooal capaci^ for the commercial 
property policyholders. 

The final point that we would like to comment on is the degree to which primary insurers and 
reinsurers differ in their approach to pricing policies. In both inttanrftn the insurer or reinsurer 
will need to price its policy to folly cover their expected losses and administrative costs and 
ensure that a sufficient profit is made for their shareholders to compensate for the risk that they 
have taken. The main difference deals with the differing levels of variation or voUoility of the 
respeaive companies earnings. Primary insurers provide coverage that has a greater amount 
of predictability when compared to reinsurers. The reinsurers which provide siqiport for 
catastrophic events will experience periods of high profitability when catastrophic events are 
few and will experience periods with losses when catastrophic events are great in number or 
magnitude. A basic tenet of finance is that investors need to be compensated for greater 
volatility of returns. Reinsurers must incorporate this element of the return required by their 
investors into the prices that they charge their customers. 

As the amount and the sources of private capital to support catastrophic events continues to 
increase, we believe the need will remain for a source of capital to provide liquidity and price 
stabilization in the event of mega-catastrophe. This capital will serve two primary purposes. 
It will first provide a stable supply of coverage for highly variable, remote events, and in the 
event of a catastrophe, the capital will serve as a source of liquidity for the short to 
intermediate term to allow the private voluntary market to stabilize. 

Thank you for this opportunity to provide testimony. 
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April 23, 1998 

regarding 

The Homeowners Insurance Availability Act (H.R. 219) 

Good Morning Mr. Chairman and distinguished members of the Banking and Financial 
Services Committee. My name is Jack Weber and I am President of the Home Insurance 
Federation of America. Our members include Allstate Insurance Company, The Fanners 
Insurance Group, SAFECO Insurance, the Independent Insurance Agents of America and 
Met Life Property and Casualty. Together, HIFA members either sell or service the 
majority of homeowners insurance policies in force throughout the United States. We 
are also the only industry organization committed exclusively to the challenges of the 
homeowners insurance marketplace. 

We have closely followed the work of Subcommittee Chairman Lazio and Representative 
Fazio, and we wish to applaud their success in reporting H.R. 219 from the Housing 
Subcommittee earlier this year. We also wish to express our gratitude to Mr. McColium, 
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Mr. Frank, Mr. Maloney, Mr. Baker, and other interested Members of the Banking 
Committee for their support and to Chairman Leach for scheduling today's hearing. 

This morning, I have been asked to comment on the role of private capital and 
reinsurance markets in addressing the homeowners insurance problems plaguing many 
parts of the country. We certainly believe there is a role for these markets. However, 
we do not believe they are the only answer, or even the best solution in many 
circumstances. They are not the best solution if the goal is to assure that all Americans 
have access to insurance coverage. They are not the best solution if we want that 
protection to be adequate and fairly priced and they are not the best solution if we expect 
to be fully prepared for the large-scale disasters that will occur in tlie years ahead. 

We wish this were not the case. We wish the private market had sufficient financial 
capacity, as well as all the answers. But common sense, as well as the laws of economics, 
indicate otherwise - and we will provide convincing evidence to support that contention 
this morning. 

Large natural disasters are a matter that cannot be handled efficiently without the 
stabilizing influences of a federal government. The U.S. Army is not listed on the New 
York Stock Exchange for a good reason. We did not get to the moon thanks to junk 
bonds. There are certain things for which government must take responsibility, because 
it can do certain things that no other entity can ~ or do them more efficiently in order to 
benefit the public interest. Helping society cope with large, infrequent natural disasters is 
one such role. We are not saying that private financial markets and reinsurers carmot play 
a role. But there is a difference between identifying an appropriate niche for these 
sources of capital and proclaiming them a savior to the problems of growing insurance 
availability problems in disaster-prone regions. 

Two of HIFA*s members, Allstate and Safeco, buy more private reinsurance than any 
other homeowners insurance company in the Nation. Another member. Fanners 



Digitized by V:iOOQIC 



364 



Insurance, is a key participant in the California Earthquake Authority — the single largest 
buyer of private reinsurance in the world. Our members are besieged with offers from 
investment bankers and reinsurance brokers on a frequent basis. Some of these deals 
make sense. Most do not. If more deals worked, we would jump at the opportunities. 
Why most capital market products do not work is what we would like to try and explain 
today. 

It is no accident that after six years of trying, the Chicago Board of Trade still has no 
major transactions to its credit. There is a reason the Catastrophe Risk Exchange, an 
enterprise started two years ago by a former deputy insurance commissioner in New York 
has 300 sellers but only two buyers. There is a rational explanation for why the number 
of catastrophe bonds sold to insurance companies in the U.S. can still be counted on one 
hand, even though the marketplace is clamoring for solutions. 

The answer is that these solutions make only marginal economic sense. If they made 
more sense, more people would be buying them, just as people are buying nearly 
everything else Wall Street is offering these days. Few are buying because the 
transactions are not cost-effective, and they will continue not to be cost effective because 
high-cost, infrequent natural disasters cannot be efficiently priced in the private market. 

This is not an indictment of capitalism. It is simply the truth. And it is not to say that at 
lower levels, reinsurance is not a cost-effective transaction. After all, reinsurance has 
been around for centuries. You can reinsure an office complex, or the exposures of 
insurance companies with a few hundred million dollars of risk. But it is an entirely 
different matter when we are talking about reinsuring against an event that could destroy 
St. Louis, or New Orleans ~ events that occur less than once every 100 years but have 
devastating consequences. When large amounts of risk are at stake and the fiequency of 
loss is uncertain, the pricing dynamics of reinsurance and similar capital instruments rise 
proportionally. Investors are only willing to invest if the return on their money is 
comparable to what they could earn elsewhere. 
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The only problem is that homeowners insurance is not sold to the public according to the 
same rules. Homeowners insurance is regulated. It is priced on the basis of risk, not the 
desired rate of return in capital markets. What chance is there that a homeowner will 
have a claim, and how large, on average, is that claim likely to be? These are the relevant 
questions in the homeowners insurance market. For example, if there is a 1% risk of a 
certain-sized loss, the homeowner is charged 1% of that potential loss each year. The 
same principles apply to every kind of insurance. It is what insurance regulators allow, 
consumers expect and elected officials — whether they are Members of Congress, a state 
legislator or a Governor - demand. 

Financial markets and insurance markets do not operate on the same playing field and 
when it comes to addressing large catastrophes that occur infrequently, these differences 
are particularly pronounced. 

If capital markets are going to reinsure a $25 billion catastrophe, investors quite rightly 
expect a rate of return at least as good as they could earn elsewhere. But such a return is 
many times what insurance companies are permitted to charge homeowners and far more 
than the underlying risk that a claim will occur. 

To illustrate, consider the California Earthquake Authority. The CEA buys $2.5 billion 
worth of reinsurance, more than any other enterprise in the world. Yet even with this 
coverage, the CEA still cannot pay claims fixmi earthquakes greater than $7.5 billion. A 
homeowner who buys an earthquake insurance policy from the CEA has no recourse once 
claims exceed $7.5 billion. Again, that is true even though the CEA buys more 
reinsurance than any other entity. Why does the CEA not buy more reinsurance 
protection, when the need is so obvious? The answer is that the CEA cannot afford it, as 
the chart below makes painfully obvious. 
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California Earthquake Authority 

Total claims-paying capacity $7,500 m 

Annual revenues from homeowners premiums 700 m 

Reinsurance purchased $2,500 m 

Reinsurance premiums per year 320 m 

Losses not covered by reinsurance 2/3 plus all events greater 

than $7.5 billion 

The CEA collects $700 million a year from California consumers — four times what 
consumers paid just three years ago. A family of four, living in a $250,000 home, will 
pay $ 1 ,000 or more for earthquake coverage, which is in addition to standard 
homeowners insurance protection. They will have a deductible of 1 5%, which means the 
first $38,000 of their losses are not protected. Even so, of the money collected by the 
CEA, nearly half is used to buy reinsurance which covers less than a third of the CEA*s 
exposure. Looking closer, the situation comes into even sharper focus. 

California Earthquake Authority 
Analysis of Reinsurance 

• from reinsurance markets 

Reinsurance Layer: $1,433 m 
Annual Premium: 205 m 

Rate of Return: 14.4% 

Risk of Claim: 5% 

o from Warren BufTett 

Reinsurance Layer: $1,075 m 

Annual Premium: 115 m 

Rate of Return: 10.8% 

Risk of Claim: 1.0% 
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Warren Buffett is one of the investors who sells the CEA reinsurance protection. Mr. 
Buffett sells approximately $1 billion of reinsurance at a price of $1 15 million dollars per 
year, even though the likelihood he will have to pay a claim to California is only 1 
percent. From Warren Buffett's perspective, the deal makes perfect sense. He has $1 
billion at risk. He makes 1 1% on his investment and is free to use his money for other 
purposes until it is needed. 

But look at the same deal from the perspective of the CEA. Warren Bufifett is assuming a 
risk that according to actuarial tables should only be $10 million a year, yet he is making 
$115 million a year on the transaction - a figure which is ten times the risk! No one has 
ever accused Warren Buffett of being fmancially unsophisticated. He sells reinsurance 
because he can make great returns without assuming a lot of risk. No wonder the 
insurance company he owns, GEICO, withdrew from the homeowners insurance business 
three years ago. Why make one dollar in the homeowners insurance market when you 
can make ten dollars selling reinsurance? 

Depending on your point of view, you could argue that homeowners do not pay enough 
for their insurance coverage. According to such logic, if Warren Buffett demands ten 
times the risk to reinsure catastrophic exposures, that is what we should pay him. 
On the other hand, you could just as easily say that Warren Buffett and the fmancial 
markets he represents are ... well, let's just be polite and say they are overly aggressive. 

But there is also a third point of view. If homeowners are paying the appropriate amount 
according to the underlying risk, and if capital market investors like Warren Buffett are 
simply seeking a fair return on their money, is it really the case that either side is at fault 
or greedy? Could it be that private capital markets are simply not well suited for solving 
this particular problem? 

Do we want a 10-fold increase in homeowners insurance rates in order to accommodate 
the needs of the fmancial markets, even though such rates greatly exaggerate the risks? b 
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that serving the public interest? Will a $5,000 homeowners insurance policy encourage 
consumers to insure their properly or will it force people to do without — raising the 
stakes for taxpayers and fmancial institutions if a large disaster does strike? 

According to a survey conducted by the Independent Insurance Agents of America last 
year, 80% of agents in hurricane-prone areas reported that homeowners insurance markets 
have deteriorated dramatically in the last five years. The most often cited reason for the 
market decline according to 89% of the respondents was the lack of affordable 
reinsurance. 

Herbert Hoover would have advised to leave the markets alone. But it is neither anti- 
market, anti-business or anti-American to suggest that there is a national interest in 
assuring that homeowners insurance markets do not stumble. 

Insurance companies are perfectly able to handle most catastrophes. State programs can 
address the majority of problems that remain and there is plenty of room for financial 
markets to participate in both these sectors. But H.R. 219 acknowledges that there is 1% 
of the problem — events that occur once a century in any given state, that are not 
efficiently handled in the usual way. It is this one-percent problem that threatens the 
remaining 99% of the market which would otherwise operate properly. Do we simply 
stand by and watch the homeowners insurance safety net crumble? Or does the federal 
government, which does not have to pay investors a 10% rate of return, step forward and 
offer protection at an actuarially-fair price for the few events that the private market 
cannot efficiently handle. 

Since President Clinton took office, there are have been more than 225 federal disaster 
declarations. In 1 997 alone, there were 43 events, a disaster for nearly every week of the 
year. None of these events would have triggered federal reinsurance under H.R. 219. 
But is it so far fetched to think that there are events in the future that will stress our 
system to the breaking point? Had Hurricane Andrew shifted course one-half of one 
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degree, it is doubtful that some of the largest insurance companies in the Nation would 
have survived. Within the last 100 years, Tokyo, Japan was completely destroyed by an 
earthquake. San Francisco was destroyed by the fire that followed the earthquake. Are 
we so smug as to think this cannot happen again? 

And if it does, what will Members of Congress and the Administration say? That 
homeowners, state governments and insurance companies should fend for themselves? 
That taxpayers should go deeper into debt because we did not plan, we did not anticipate 
and we did not pre-fund for the inevitable? 

H.R. 219 is a workable, common-sense solution. It charges risk-based premiums for the 
one-percent of risks that the private market cannot efficiently handle. It does so without 
subsidies. It allows states to solve their own problems to the extent they are able, and 
ultimately preserves the private market which is in everyone's interest to preserve. We 
urge the Banking Committee to give H.R. 219 the attention it deserves and to report the 
legislation to the full House as expeditiously as possible - the sooner the better. 
Hurricane season begins June l". The timing could not be more appropriate. 

Thank you. 
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My name is Pierre C'Pete**) Lanaux and I am President of Lanaux Construction. I 
am a builder from New Orleans, Louisiana and appear on behalf of myself and the 
190,000 member fimis of the National Association of Home Builders. Mr. Chainnan, I 
am pleased to have been invited to appear before you and members of the House of 
Representatives Committee on Banking and Financial Services to conunent on ""The 
Homeowners' Insurance Availability Act". 

Mr. Chairman and members of the Banking Committee, you have requested our 
comments on the Housing Subconunittee*s print of H.R. 219. H.R. 219 was marked up 
earlier this year and represents a combination of the elements of H.R. 219, as introduced, 
and H.R. 230, the "Natural Disaster Protection and Insurance Act". The Subcommittee 
print would create a federal backstop through reinsurance to eligible state insurance 
programs in the event of a major catastrophic event. The legislation is designed to foster 
accessible and affordable homeowners insurance. 

H.R. 219 addresses the problems associated with the unprecedented number and 
magnitude of natural disasters the United States has suffered since 1989. These natural 
disasters have raised many policy issues revolving around their impact on the federal 
budget and who should bear the societal costs. Following the devastation in Florida, 
Louisiana and Hawaii, caused by Hurricanes Andrew and Iniki, insurance companies 
paid out over $20 billion in claims in Florida and $2 billion in Hawaii. Between the years 
1988 and 1994, the federal government paid over $45 billion in disaster assistance relief 
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As a result of this destruction, many insurance companies have either 
discontinued doing business in these ""disaster prone*' areas or drastically cut back on the 
policies they insure, causing dislocations with severe consequences for homeowners and 
prospective home buyers. States have responded by instituting some form of insurance 
program or catastrophic fund. Because part of the destruction caused by Hurricane 
Andrew was attributed to the lack of effective building code enforcement as well as 
specific code compliance problems, many in Congress and elsewhere have linked 
insurance coverage to certain building code compliance mandates. NAHB has opposed 
and will continue to oppose any legislation containing onerous provisions which mandate 
codes and standards at the federal level without any consideration of the cost or 
affordability to homeowners and renters. 

The National Association of Home Builders (NAHB) is pleased that H.R. 219, 
as currently crafted, contains no federal mandate relating to state and local building code 
compliance and adoption provisions for "disaster prone'' areas. At the same time, H.R. 
219 begins to address the very real needs associated with the availability and affordability 
of homeowners insurance for coverage of certain perils. For this reason, NAHB can 
support the overall objectives of H.R. 219 and the process for moving the bill forwaid. 
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While there are cenain aspects of H.R. 219 on which NAHB has taken no formal 
position, my testimony is, therefore, necessarily confined to those provisions relating to 
state hazard mitigation plans. These provisions would also have a direct impact on 
housing affordability and our livelihoods. As noted above, H.R. 219 is silent on 
mandatory federal code requirements. H.R. 219 addresses mitigation by requiring each 
eligible state insurance program to devote at least 10% of its net investment income from 
the state program to measures to mitigate losses from natural disasters in that state. This 
requirement is conditioned upon the allocation not interfering with the actuarial 
soundness of the fund. This requirement is consistent with most state programs 
established to date. 

H.R. 219 would leave to the discretion of the pertinent states what type of 
mitigation programs they should adopt. NAHB agrees that the establishment of state 
programs without federal intrusion is the preferable approach. Traditionally, the health 
and safety of the general populace has been the prerogative of the states. This 
longstanding principle is well founded as it is important to r emembe r that each 
state/region is subject to differing perils as well as varying degrees of risk. What might 
be an effective or necessary mitigation strategy in Florida may not be an appropriate or 
effective strategy in Louisiana or Texas. 
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With respect to the development of state mitigation programs, NAHB argues that 
mitigation programs should not be focused exclusively on new construction, but that 
strategies should address existing structures which comprise the vast bulk of the housing 
stock. Such programs could include emergency preparedness/response programs, design 
and construction education programs, volimtary programs with insurance premium 
reduction incentives, enhanced code official certification requirements, or a whole host of 
strategies. However, these programs should be left to the states to develop to address the 
particular nuances of their localities. 

In my own state of Louisiana, for example, property damage from hurricanes and 
the consequent flooding is one primary source of concern. The cost of homeowners 
insurance has dramatically increased since 1992. Louisiana has responded to this 
problem by establishing a disaster insurance program funded by volimtary participants, 
who are cither conmiercial enterprises or homeowners. The funds are only available, 
however, for high wind areas near the Gulf Coast. To my knowledge, there is no special 
mitigation program other than the enforcement of existing building codes. Also, it bears 
mentioning, that much of Louisiana is at or below sea level so that builders must already 
comply with FEMA's elevation requirements. 
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Finally, I would like to add our support for a proposed change to H.R. 219. The 
National Association of Realtors, like the NAHB, is concerned that homeowners 
insurance be accessible/affordable. We agree that the legislation should require a study 
evaluating the availability and affordability of insurance and the extent to which state and 
private insurers are addressing the problem. Such a study was part of H.R. 230 and we 
hope that a similar provision could be incorporated into H.R. 219. Also, to the extent that 
the National Conunission on Catastrophe Risks and Insurance Loss Costs, created by 
H.R.219. can be reconfigured to include representatives of consumer and real estate 
groups, it should be. 

Again, I thank you for the opportimity to present the views of the housing 
industry on this very important issue. We stand ready to assist you in any way possible to 
ensure that housing consumers are not adversely impacted by this persistent problem. 
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APRIL 23, 1998 

Mr. Chaiiman and members of tfie Committee. My name is Babette Heimbuch and I am President and 
Chief Executive Officer of First Federal Bank of Califoniia, headquartered in Santa Monica, California. 
My institution has 24 branches and holds in excess of $4 billion of assets. I am also a member of the 
Board of Directors of the Western League of Savings Institutions, on v/boae behalf I appear today. The 
Western League rqnesents the thrift associations of California, Arizona and Nevada. 

I would first like to thank Chairman Leach for scheduling this hearing and giving this important policy 
issue a thorough public airing. I would also like to thank Subcommittee Chairman Lazio and 
Representatives Fazio, McCollum and Campbell for dieir leadership on tfiis bill. Finally, we appreciate 
the constructive input the Administration is providmg, especially the positive suggestions of Secretary 
Summers this morning. I veiy much value the opportunity to participate in this hearing on an issue 
which is a great concern to the lenders of Califorma. 

You may be wondering why an executive fiom a California savings and loan would want to come all the 
way to Washington to testify on legislation dealing with disaster insurance. The answer is quite 
simple. Depository institutions, whether they are located in seismically-prane regions like California, 
Missouri or Tennessee, or hurricane areas such as Florida, the Carolinas or New Yoik face the potential 
of crippUng losses should the traditional safety net of private homeowners insurance fiul. Mr. Qudnnan, 
I am here to tell you that the system is indeed faiUng. 

Over the last decade in Califomia, we have experienced earthquake disasters that have caused many 
billions of dollars of losses. These events caused a severe deterioration in the availability of eartiicpiake 
insurance coverage. So bad, in fact, that in 1995, the California Department of Insurance reported that 
95% of the insurance conq)anies in the state would not underwrite new homeowners insurance coverage. 

As you might inu^ine, the consequences of the insurance market fiiilure were quite alarming to finandal 
institutions in Califomia. As of the third quarter of 1997, there are 62 federally and stat^-dhartered 
savings institutions in Califomia which together hold some $195 billion of real estate loans, of \^iidi 
$185 billion are residential loans. FDIC-insuied financial institutions in Califomia ~ banlo, savings 
institutions and thrift and loan conq)anies - together hold nearly $330 billion in ml estate loans. 

To illustrate the magnitude of a £uled insurance market, let us suppose the consequoices of a nugor 
earthquake which causes $50 biUion in losses. Such losses could translate into potential kMses to 
homeowners, banks and thrills of billions of dollars of property if homes were abandoned by didr 
owners for lack of fimds for repairs. And these problems would be exacert>ated in a real estate market 
where home values and owner equity is decUning. 

Dqmsitory institutions would not be the only casualties. The Federal National Mortgage Association 
and the Federal Home Loan Mortgage Corporation would also be at risk. Major losses would also be 
incurred by the Federal Housing Administration and tiie Veterans* Administration. Finally, the federal 
deposit insurance fimds could be placed at great risk. Indeed, it is not an exaggeration to say that tiie 
greatest risk to the fimds protecting America's financial institutions is not a financial collapse but a 
laige-scale natural disaster. If a nuy or earthquake and a major hurricane were to occur in^e same year, 
the total gross real estate losses for depository institutions could force many lenders across tiie nation 
into insolvency. A Califomia event alone could have huge consequences. As oftiie third quarter of 
1997, more than 35% of tiie assets of OTS-regulated thrifts were heki by Califomia institutions. 

I would like to illustrate some of the problems I have alluded to by describing the experience of my own 
institution. First Federal Bank of Cahfomia. My bank suffered losses in excess of $16 million fiom the 
Northridge earthquake of 1994. That rroresents 8% of the Bank's net wortiL The bulk of those losses 
were fiom loans on apartment housing for low-income fimiilies. The majority of losses fiom single 
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fimaly loans w«e condominhiiTO. Tlie(x>vengeiH}wbenigofifered by tiieOdifoniia Earthquake 
Aufliority would not have protected the bank against tbese losses. 

Califonua has tried to solve die problem on its own, but quite frankly, die solutions in place that have 
afanady been described by odicfs this nioming are simply not enough. The California Eardiquake 
Authority has indeed alleviated die problem of homeowners being unable to find earthquake insunmce at 
any price. But the CEA provides less coverage, at a higher cost, dian what was available before die 
Noimridge eartfaouake. Deductibles are higher and die program does not cover multi-fionily structures. 
And even more alarming, die fund cannot cover losses nom an eaidiquake that causes more dian $7.5 
billioo in losses. But these problems are not of die CEA*8 making. The staric reality is that no state has 
the means of creating a p ro g r am capable of handling die true mega^catastrophe. The CEA buys more 
private reinsurance man any other entity in the world. Yet that coverage is only $2.5 biUion - a small 
friction of the California exposure. Even diis small amount of reinsurance costs the state almost 50 
cents out of eveiy premium dollar collected from homeowners ~ a premium I mi^t add that has 
increased neariy four-fold in die last diree years. Clearly, the CEA does not provide adequate 
protection. But it is all we have at die moment Federal reinsurance would provide California with 
miportant flexibility that can result in improvements to the CEA and better coverage for consumers. 

We recognize that some have criticized HJL 219 for its reUance on state-operated government entities 
ntfaer than the private sector. We are not experts on the pros and cons ofvariousfrmding mechanisms, 
but we dp believe diat is a role frv both state and federal government Only government can design and 
compel renxmsive insurance programs that provide adeouate affordable natural disaster insurance. Even 
a p i iyam based on state plans leaves broad segments of the market for the private sector and H.R. 219 
provides frv federal reinsurance only if 100-year loss experiences are exceeded. 

We urge you, based on our experience, to focus on these general principles as you proceed to mark-up 
die bill: 

• LegUatiom should reflect good publie policy. The development of a national disaster program 
diould be rooted in die principle that those who live in areas at risk provide protection for 
themselves rather dian relying on die eventuality of federal disaster relief 

• AfidendMobalomiM needed. An effective and comprehensive response to die risks posed by 
natural disasters is beyond the ability of any state and too cosdy it left to the private sector afone. 

• iM Mur a mee auulbewidefymmilMealreasomMerates, This again would aigue for federal 
involvement A viable miural disaster insurance program requires the widest possible pool of 
participants. IdeaUy, die requirement to purchase natural disaster insurance should be made 
mandatory much as die requirement for fire insurance is. Participation could also be increased by 
making federal disaster assistance available only to those who have purchased disaster insurance. 
These may be highly controversial suggestions, but diey still ought to at least be discussed. 

• Adequate ImceirtipeM to mUagale risks should be provided 

• The program must Include muUFfamlfy as ¥feu as slngU-f amity residences,^^ 
abeady included in HJL 219 and I urge you to make certain it remains m the bill. 

We diank you again frvdie opportuniw to participate in diis hearing and kx>k forward to assisting in 
whatever way we can in creating a viable, effective nationwide program to address die risks of natural 
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The Potential Role of Government in Finnncing Catastropiiic Risic 
April 23, 1998 

Testimony before the House Committee on Banking and Financial Services 
U^. House of Representatives 

Christopher M. Lewis 

Policy Economics, Risk Management and Regulatory Practice 

Ernst & Young LLP Economics 

Chairman Leach and Members of the Committee: 

Thank you for the opportimity to appear before you today to discuss the important topic 
of whether and how tiie Federal Govenunent could improve our nation's ability to 
finance the losses created by large natural disasters. As many of the other panelist have 
asserted, a strong economic and financial case for federal involvement in improving the 
allocation of disaster risk in the United States can be made, especially in the areas of pre- 
disaster mitigation and the financing of large insured losses from catastrophic events. 
However, the need for federal involvement is also limited in scope and requires a very 
carefully designed program that does not interfere or distort the existing private insurance 
market or regulatory structure. 

To assist in this effort, I appear before you today on my own accord - not representing 
Emst & Young LLP,any client or interest group — to give you the benefit of my 
experience in studying this issue over the past several years both as a member of the 
White House Working Group on Natural Disasters and as a private risk management 
consultant in the insurance industry. Furthermore, while cost-effective mitigation would 
be an important component of any federal disaster policy agenda, my expertise resides 
more in tiie financing of catastrophic risk. Hence, the majority of my comments will 
focus on the financial aspects of the current catastrophic risk problem facing the nation 
today. 

What is the Nature of the Problem? 

Over the past 10 years, the United States has wimessed a significant rise in the magnitude 
of insurance industry losses from natural disasters. In nominal dollars, nine out of the 10 
largest U.S. catastrophes in history have occurred since 1989. In fact, after adjusting for 
housing price inflation, insured losses over the 1989-1995 period totaled abnost S75 
billion, more than five times the average real insured losses during the prior four decades. 
More importantly, however, is the fact that one of the major factors driving this increase 
in disaster losses is the continued development in high-risk areas of the country. 

To illustrate this fact. Table 1 examines the potential magnitude of prior disaster events if 
they were to occur today given today's build-up in property values in high-risk areas of 
the country. Specifically, Table 1 adjusts the losses associated with all disaster events 
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txpencaocd over the 1949-1997 period for the migration of U.S. population into higher 
lisdc regions of die countiy and the resulting increase in the value of housing stock in 
tfiese areas. After making these adjustments. Table 1 ranked die 10 worst disasters in 
terms of $1994 losses. 

Not suiprisingly, three of the top 5 disaster losses were Hurricane Andrew ($18 billion), 
the Northridge Earthquake ($12 billion) and Hurricane Hugo ($6 billion). More 
surprisingly, however, is that six out of the 10 largest disasters in history actually 
occuned during the twenty-year period fix>m 1950-1970. That is, if the same disaster 
events that occurred in the period 1950-1970 were to reoccur today with the current 
concentrations in population and housing values in these regions, industry losses from 
tfiese events would total almost $34 billion. 

Tablet: The 10 Largest Catastrophes in U.S.: 1950-1996 

Adjusted for Regional Residential House Price Inflation (1) 
($1994 BUlions) 



Event 


Date 


Loss 


Hurricane Andrew 


8/24/92 


18.4 


Northridge Earthquake 


1/17/94 


12.5 


Northeast Winter Storm 


11/24/50 


11.8 


Hurricane Carol 


8/30/54 


6.8 


Hurricane Hugo 


9/17/89 


6.3 


Hurricane Hazel 


10/15/54 


5.2 


Hurricane Betsy 


9/7/65 


4.6 


Hurricane Cecilia 


8/3/70 


3.0 


Hurricane Donna 


9/9/60 


2.5 


California Fires 


10/20/91 


2.3 



(1) Based on Property Claims Services data adjusted for the change 
in the value of urban and rural owner-occupied buildings in each state 
using the U.S. Census of Housing Series HC80-1-A. 

(2) See Cummins, J. David, Christopher M. Lewis, and Richard Phillips, 
"Pricing Excess-of-Loss Reinsurance Contracts Against Catastrophic 
Loss.' in ed. Kenneth Froot. The Financing of Propertv C^p?»\ty ^if^\^ 
National Bureau of Economic Research, in press. 



More troubling is that this trend in growing exposures is continuing. Insured coastal 
property values in the United States grew 69 percent from 1988 to 1993 to $3.15 
trillion. Similariy, die average annual growth rates in the population per square foot in 
California (2 percent) and Florida (3.2 percent) over the past fifteen years have been 
double and triple the average national growth rate for the whole U.S. (U.S. Bureau of 
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die Census, 1994)^ Furthermore, research on frequency and magnitude of hurricanes 
and earthquakes measured by the Saffir-Simpson and Ricfater scales, respectively, 
indicates a strong potential for disaster activity to remain at or above cyclically high 
levels over the next 20 years - strong indications that disaster losses will continue to be 
a real problem &cing this country. 

This increased recognition of disaster exposure has sent reverberations throughout the 
private sector financial markets. Reinsurance companies responded to this increased 
exposure quickly by raising rates. Discussions with insurance company executives 
indicate that reinsurance rates increased by as much as 150 percent from 1993 to 1995. 
With a rise in reinsurance rates, an increased catastrophe exposure retention, and a 
realization of their overexposure to disaster risk, primary insurers sought comparable 
rate increases. When these rate increase proposals were pared down in the process of 
state insurance rate approval, insurers staoted to withdraw from the market, causing a 
drop in the availability of insurance coverage for individuals living in high risk areas of 
the country. In response, states instituted new regulations restricting insurer exits, 
established new state insurance facilities and approved modest increases in primary 
insurance rates. The net result, however, was a continued overexposure of insurance 
companies to natural disaster risk. Similar disruptions occurred after the Northridge 
earthquake. 

The concern over natural disaster expenditures after Hurricane Andrew was not limited 
to the insurance industry. In a 1994 Senate Task Force Report, the U.S. Congress 
raised concerns over the growth in long-term disaster recovery expenses incurred by the 
federal government. Thus, at the same time the insurance industry started seeking 
federal assistance in reducing their catastrophe exposure, the federal government was 
concerned with the budgetary implications of disaster recovery expenses that already 
were being incurred. 

How Catastrophic Losses are Financed Today 

Ultimately, the losses from natural disasters always are paid by only one constituency - 
the American people. However, the method through which die costs of natural disaster^ 
accrue to the American people (e.g., taxes vs. policy premiums vs. direct losses) is 
critical in optimizing the overall welfare of society. For example, if all losses were 
financed through federal post-disaster assistance, vtiiich in turn is financed by general 
tax revenues, the general tax code would determine who bore the costs associated with 
disaster losses. In this case, the burden of fuiancing disaster risk would not be linked to 
the individuals creating the disaster exposures and individuals would continue to 
increase society's overall disaster exposure by building in high-risk areas - clearly an 
undesirable solution. 



' Lewis, Christopher and Kevin Murdock, **Ahemative Means of Redistributing Catastrophic Risk in a 
National Risk Management System^ in ed. Kenneth Froot, The Financing of Property Casualty Risks. 
National Bureau of Economic Research, (In Press). 
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Alternatively, if all disaster losses were coiiq>letely financed iq) fiont through the 
purchase of insurance contracts at an actuarially-fiur premium, individuals would have 
to fiictor the costs of insurance into their decisions on where to locate aixi how much 
disaster mitigation to incorporate into their building decisions. As a result, individuals 
would have an incentive to build in lower risk areas of the country, reducing the growth 
in the country's overall disaster risk and optimizing the allocation of risk in the 
economy. Self-insurance accomplishes the same goal of risk internalization, but 
without the benefits of diversification offered by insurance. 

Ideally, a comprehensive system for financing catastrophic losses would (1) create strong 
incentives for individuals to mitigate or reduce their exposure to loss from disaster events 
(and thereby, the overall exposure of society); (2) improve the efficiency and 
effectiveness of how losses that do occur are financed; and (3) provide for quick 
response in assisting individuals that do need assistance in the wake of a disaster. The 
question before the Committee is how can Federal policy help foster a market-based 
solution that meets these objectives? To address this question, however, requires a closer 
examiiuoion of the problems in the insurance markets that are preventing a market-based 
solution today. 

The Role of InsuiUDce 

In financing property/casualty disaster risk, insurance companies are the 
primary intermediary in the U.S. economy. Individuals living in disaster-prone areas 
are exposed to considerable losses fix)m disaster events. In providing disaster 
insurance, an insurance company offers to assume a portion (e.g., over a deductible) of 
the policyholder's disaster risk exposure in exchange for a premium. After 
accumulating these policyholder positions, the insurance company can diversify its 
disaster risks through risk pooling (aggregation), risk identification and segregation, 
risk monitoring, and risk mitigation. That is, insurance companies serve a valuable role 
in identifying, monitoring, pricing, and controlling the individual risks associated with 
property coverage: risks that are too asynunetrically under the control of the insured to 
be effectively traded directly in the capital markets where more public information on 
risk is required. 

An insurance company's ability to diversify insurance risks through pooling is 
extremely effective when risks are independent and identically-distributed like fire 
insurance. However, in the case of large idiosyncratic risks like disaster risk, where 
multiple policies are effected by the same event, the benefits of pooling are 
significantly less. For these events, diversification must occur across time with insurers 
financing disaster exposure through the purchase of reinsurance, the issuance of capital 
nuirket securities or through stockholder equity. For most disaster risks, the problem 
does not reside in whether the events are ''insurable," but whether the insurance 
company can establish an effective mechanism for accomplishing this intertemporal 
smoothing of claims. 
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Historically, insunmce cooqMuiies have relied laigely od reinsuFance or adf-insurance 
to smooth claims over time. Reinsurance provides a useful source of ca|xital for 
regional and local insurance firms and plays an integral role in expanding cqiadty in 
the primary insurance market The primary advantage of leinsuiance is to achieve a 
greater degree of spatial diversification through pooling and better price disclosure, 
although reinsurance also can assist in the intertemporal diversification of disaster 
losses through the maintenance of long-term (implicit contract) relationships. 
However, given their own limited liability and exposure constraints, even large 
reinsurers lack adequate capacity for intertemporally diversifying large disaster losses. 
Limited liability, regulatory pressure and a competitive market place similar constraints 
on an insurance company's ability to accumulate large cq>ital reserves against disaster 
risk. In addition, even if an insurer could accumulate adequate reserves over time, if a 
disaster occurs before the reserve is adequately funded, the insurer risks banknqncy. 

In response, considerable attention has been focused on creating alternative market 
mechanisms for insurance companies to hedge their exposure to natural disaster risk. As 
a result, in the early 1990s, insurers started looking for alternative forms of inexpensive 
capital. The natural place to look was the $19 trillion capital markets. 

Capital Market for Catastrophe Securities 

The prospect of fmding another source of capital through disaster derivatives or 
securitization was alluring to insurance and reinsurance firms because of the sheer size of 
the capital market. If financed through the capital markets, natural disaster losses of the 
magnitudes of the Northridge earthquake and Hurricane Andrew would be swamped in 
the normal trading volatility in the securities markets. Furthermore, in the maricet of 
rising reinsurance rates following Hurricane Andrew, insurers saw the capital nuirkets as 
a possible source of cheaper funding. 

Catastrophe securities also were seen as offering advantages to institutional investors. On 
the investor side, the attraction of securities in disaster risk is the ability to better 
diversify their investment portfolio by adding a new security with a return that is largely 
uncorrected with the returns associated with stock and bond portfolios. Furthermore, an 
examination of the reinsurance market suggests that the potential investor return fix>m 
catastrophe securities could be significant. Thus, catastrophe securities can be structured 
to yield an attractive risk-adjusted rate of return for investors. 



Recognizing these advantages, insurers and investment banks have made considerable 
investments in developing new capital market products that are attractive to both insurers 
and investors. These products include such instruments as: 
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• Cat Bonds: C^ B(mds are debt instniments that cany above market interest rates, 
but where the interest or principal payments on the bonds vary based on the loss 
e3q)erience of an underlying index. The underlying index has been based on either the 
insurer's own loss experience (indemnity bond), an industry index of loss experience 
(index bond), or on some combination of both (e.g., double trigger). In a typical Cat 
Bond transaction, a Special Purpose Reinsurance company (SPR) is established off- 
shore to provide direct reinsurance to an insurer. The SPR is then financed through 
the issuance of the Cat Bond securities. 

• CatEPuts: Catastrophe Equity Put options (CatEPuts) are contingent equity 
arrangements that give the holder (i.e., the insurance company) the option to call on 
additional cq>ital investment torn the option writer (i.e., reinsurer or investor) 
following a catastrophic loss. Essentially, a CatEPut allows an insurer to shore-up its 
balance sheet after a catastrophic loss. 

• Contingent Surplus Notes (CSN>: Under a CSN arrangement, investors make a 
principal investmem in an insurance company trust collateralized with Treasury 
securities that pays an above market interest rate. In return, the insurer retains the 
option to replace the Treasury collateral with company surplus notes in the event of a 
(catastrophic) event. 

• Chicago Board of Trade PCS Options: The CBOT created the first catastrophe 
derivatives market back in 1992 with the advent of catastrophe futures and options. 
Currently, the CBOT offers options benchmarked to the PCS (Property Claims 
Service) index of insured catastrophe losses in nine US regions. The PCS cat 
insurance options offer a risk transferring option for insurers and are typically sold as 
call spread options, which are similar to traditional excess-of-loss reinsurance 
contracts. Buyers simultaneously buy and sell call options with different strike values 
to create a desired coverage layer. 

• CATEX: Starting October 1 996, the Catastrophe Risk Exchange (C ATEX) was 
established in New York and, more recently Bermuda (CATEX Offshore), as a swap 
market for insurance risk trying to further diversify geographically. 

• BCE Options: The Bermuda Commodities Exchange (BCE) which opened in 
November, 1997 offers an option similar to the CBOT PCS option and is based on the 
Guy Carpenter Index of industry losses. The BCE options are for windstorm damage 
to homeowners policies only, but are available at the zip code level. 

Following several years of lackluster performance, the catastrophe securities market 
registered significant progress as a new asset class for securitization in 1997. During the 
year, the market registered over SI billion in new issuances, including transactions by 
USAA, Swiss Re, Winteithur and Tokio Marine. In fact, several of these transactions 
were oversubscribed - demonstrating a latent demand by investors for these new 
instruments. All indications suggest that 1998 will exceed the SI billion marie set in 
1997; and if the catastrophe market continues to follow the evolutionary path of other 
asset-backed securities markets, new issuance could grow significantly over the next five 
years. 
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Notwithstanding this potential, the securities market fieu:e8 many obstacles that need to be 
overcome before a fully developed maiket can be establidied. For exan4>le, tiie market 
&ces a lack of standardization in risk measurement and In structuring transactions, a lack 
of a generally-accepted index on which to base payouts, and high transactions costs vis-a- 
vis traditional sources of reinsurance. Thus, even if the private capital market is able to 
grow over the next several years, catastrophe securities will be more likely to provide 
additional capacity for insurers in the low to medium range of disaster losses. That b, 
capital market solutions are unlikely to provide the answer for financing truly 
catastrophic events (e.g., disaster events resulting in over $30 billion in industry losses) 
for quite some time, if at all. 

The Need for a Federal Government Role 

Given the shortcomings within the existing markets for financing disaster claims over 
time, insurance companies, reinsurers, states, and other constituents have raised the issue 
of a Federal role in the financing of disaster insurance. Historically, tiie insurance 
industry, which is regulated by state governments, has opposed federal intervention in the 
insurance marketplace. However, the large scale disruptions created by Hurricane 
Andrew and the Northridge earthquake in recent years have prompted many members of 
the insurance industry to call for some type of federal assistance for catastrophe claims 
given the magnitude of insurer disaster exposures and the lack of a mechanism to smooth 
large disaster claims overtime. 

To their credit, some states have worked to develop short-term solutions. For example, in 
1996, California started the California Earthquake Authority(CEA). The CEA began 
operations with participating companies contributing the initial $700 million in 
capitalization. Similarly, the state of Florida has created the Florida Hurricane 
Catastrophe Fund - a mandatory catastrophe reinsurance pool for property insurers 
writing business in Florida. The CEA and the Florida Catastrophe Fund clearly have the 
capability to fmance a small or moderate disaster. However, states even the size of 
California and Florida do not have the financial capacity for financing major disasters, 
even given their substantial tax advantage over private insurance companies. 
Furthermore, existing state programs have raised concerns within the insurance industry 
over residual insurer liabilities to state funds and the creation of "'thinly capitalized** 
insurance affiliates within the state. As a result, there is a growing recognition ibat these 
states funds are only a partial solution. 

Market-enhancing Federal Policy 

Evaluating the potential role of the Federal Government in the financing of catastro^diic 
risk is an important issue. In examining the current problems facing the insurance 
industry and in the financing of catastrophic risk more broadly, two shortcomings in the 
current allocation of catastrophic risk become apparent - the lack of internalization of risk 
in individual decision-making and the absence of a mechanism that would allow the 
insurance industry to smooth large disaster claims over time. In addition to cost-effective 
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mitigatioii, the encoinagement of actuarially-priced insurance is one mechanism for 
improving the internalization of risk at the individual level. However, encouraging the 
use of insurance will be ineffectual unless insurance companies can provide the insurance 
policies without jeopardizing their solvency. Thus, insurers also would need a solution 
tiiat enhances their ability to finance disaster claims over time, thereby expanding their 
capacity to provide insurance protection at a given insurance premium. 

To develop a federal program that can expand the capacity of the insurance industry 
without interfering in the regulatory framework of the insurance industry and while 
continuing to support innovation and development in the insurance and capital markets 
presents a considerable challenge. Equally as difficult will be developing an approach 
that is narrowly-defined and targeted at providing a mechanism for intertemporal risk 
diversification without encouraging additional risk-shifting to the Treasury or to other 
insurers. In this respect, the Federal Government's unique position in the debt markets is 
a great advantage. However, the difficulty is designing a program sufficiently targeted to 
only utilize this unique borrowing authority. Other issues that such a program would face 
include the following: 

• Avoiding any replacement of displacement in the insurance industry, including 
favoring one segment of the industry (e.g., state funds) over other segments of the 
industry (e.g., direct insurance writers). 

• Setting appropriate attachment points and caps on the federal government's overall 
exposure so as to allow the private sector to continue to provide coverage layers of 
disaster losses consistent with industry losses of up to $25 or $30 billion. 

• Maintaining the current state regulatory framework where the critical link between 
state regulation of insurance company solvency, insurance rate approval, and the state 
guaranty fund structure is maintained. 

• Fostering the development and innovation of the capital markets, effectively allowing 
private sector innovation to crowd out the public sector program. 

• Pricing the program at *^rmal*' market rates that include such fectors as the average 
expected cost, a charge for measured variance in expected costs, an administrative 
load, and a cost-of-capital charge consistent with normal reinsurance rates (5-7 
percent over Treasuiy securities) and obtaining full information on changing market 
perceptions with respect to risk. 

• Avoiding the creation of another federal bureaucracy to siqyport any program that is 
created. 

• Creating a program that is budget neutral according to the standard budget practices 
employed by the Congressional Budget Office and the Office of Management & 
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Budget. (Of course, according to current budget practice, any program that is priced 
as described in the previous bullet would exceed the requirements currently imposed 
on any other program in the budget). 

• Avoiding the creation of a direct federal insurance or reinsurance mechanism that is 
subject to risk-shifting (e.g., moral hazard or adverse selection) by the insured. 

Conclusion 

In conclusion, there is a strong economic and financial argument for the federal 
government to play a role in the financing of catastrophic risk. However, the challenge 
for the Committee is how to correctly define this role so as to encourage cost-effective 
mitigation and the development of a mechanism that would allow the insurance industry 
to smooth large disaster claims over time. 

At this point, 1 would be happy to answer questions that the Committee may have on my 
perspectives on the role of tfie Federal Government in financing catastrophic risk. 
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INTRODLCTION 

Thank you for the opportunity to present the views of the NATIONAL 
ASSOCIATION OF REALTORS* (NAR) on H.R. 219, the Homeowners' 
Insurance Availability Act. 

Myname is Catherine Whatlcy. I am a REALTOR* from Jacksonville, 
Florida, and I am the 1998 NAR Regional Vice President for Region V, which is 
comprised of several Southeastern states as well as the Virgin Islands and Puerto 
Rico. 

The deterioration in the availability and affordability of homeowners' 
insurance in disaster-prone areas is an issue of very real concern to the NATIONAL 
ASSOCL\TION OF REALTORS*. Our members arc involved in all aspects of the 
real estate industry, but they speciahze primarily in the business of assisting sellers 
and buyers in residential sales transactions. It is this business focus that motivates 
NAR*s primary interest in the resolution of this situation: promoting the availability 
of affordable homeowners* insurance to homebuyers throughout the nation. 
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Although I am testifying today on behalf of the real estate industry, I cannot 
emphasize enough that the ultimate victim of the homeowners' insurance cnsis is 
the consumer who is frustrated in his or her attempt to realize the American Dream 
of homeownership. And when a young fiunily is precluded from owning a home 
because homeowners* insurance is too difficult to obtain or too costly to afford, we 
all suffer the consequences. 



IMPACT OF RECENT DISASTERS ON THE INSURANCE INDUSTRY 

In the wake of the devastating 1994 Northridge earthquake in California, 
insurers accounting for over 90 percent of the market stopped selling new 
homeowners* insurance policies or unposed strict limits on the policies they issued. 
After paying out SI 2.5 billion in claims to Northridge victims - more than three 
times the amount of earthquake premiums they had collected in the 25 years prior to 
Nortlindge. insurers feared that they wouldn't have the financial resources to cover 
damages from another major earthquake Earthquake insurance rates have roughly 
doubled, while coverage levels have declined. 

The experience in my home state of Florida has been similar. Hurricane 
Andrew in 1992 caused the insolvency of seven property and casualty insurers, and 
others were financially impaired. After paying out more than S16 billion in claims 
after Andrew - more than their total profits of the prior 25 years, insurers began 
re-evaluating the risks of doing business in Florida. In the five years since Andrew, 
the five largest property insurers have raised their homeowners* insurance rates an 
average of 83 percent. Insurance deductibles have also been raised, which spells 
disaster for a property owner faced with the obligation of covering the deductible 
out of his or her own pocket if a hurricane strikes. 

This problem is by no means limited to Florida and California. Insurers are 
limiting their homeowners' insurance business in disaster-prone areas of Louisiana, 
Georgia, North Carolina, South Carolina, New Jersey and New York. In Missouri 
and other states in the vicinity of the New Madrid Fault, insurers are reducing their 
exposure to earthquake loss by raising earthquake insurance deductibles and 
premiums. Considering the number of states that are prone to natural disasters, this 
is truly an issue of national importance. 
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CONSEQUENCES FOR THE REAL ESTATE INDUSTRY 

The inability to obtain affordable homeowners* insurance is a serious threat to 
the residential real estate market. Not only does it imperil the market for single 
family detached homes, but the condominium, co-op and rental markets are affected 
as well. New home purchases, resale transactions and housing affordability are 
negatively impacted in the following ways: 

^ Homeowners' insurance is a necessary component in securing a mortgage 
and buying or selling a home. As prospective home buyers find it increasingly 
difficult to obtain the homeowners* insurance required by lenders to complete 
their home purchases, closings are delayed. If a potential homebuyer is 
ultimately unable to obtain the required insurance, because the insurance is either 
unavailable or unaffordable, the sale will not be completed. As a result, 
creditworthy potential homebuyers are priced out of the market. In a recent 
N.-XR survey, respondents reported that an estimated 2,450 transactions fell 
through because of difficulties in obtaining disaster insurance. Seventy-five 
percent of respondents cited unaffordability as the reason. 

^ Homeowners' insurance is tied directly to the cost of owning a home. If a 

homeowner is unable to maintain msurance required by a mortgage lender, the 
mortgage is in default. If insurance coverage is optional, as is the case with 
earthquake insurance in California, potential buyers may choose not to purchase 
a home simply because the insurance they consider essential is too expensive. 
Existing homeowners who are of like mind may be unwilling to continue to own 
their homes without the protection of earthquake insurance. Others may choose 
to go unprotected. 

^ Insurance costs impact rent levels Insurance costs incurred by landlords are 
ultimately passed on to tenants. Consequently, increased insurance costs result 
in higher rents. 
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NATIONAL ASSOCIATION OF REALTORS* POSITION 

The NATIONAL ASSOCL\TION OF REALTORS* supports legislation that 
fecilitates a solution to the disaster insurance crisis. We support H.R. 219 for the 
following reasons. 

^ It protects against mega-catastrophes. State programs that have been created 
to address the problem, such as the California Earthquake Authority (CEA) and 
the Florida Residential Property and Casualty Joint Underwriting Association 
(JUA), are well-mtentioned first steps. They have addressed the situation in the 
short-term, and homeowners' insurance is currently available in these states. 
However, neither state disaster programs nor the private insurance industry have 
the capacity to cover the risk presented by mega-catastrophes. Depending on 
where the event occurs, it is estimated that a mega-catastrophe costing the 
mdustry S50-SI00 billion or more could result m the insolvency of up to 36 
percent of all insurers 

Considering e.xpert predictions of more severe hurricanes and earthquakes in the 
near future, as well as the increasing population density in high-risk areas such as 
Florida, California and Texas, the occurrence of sucli an event is not a matter of 
i/, but Yfhen. The creation of a federal disaster reinsurance program today will 
help to prevent future interruptions in the availability of homeowners' insurance. 

^ It promotes fiscal responsibility. By establishing a program which promotes 
insurance coverage for those at risk of property losses from a na^iiral disaster, 
H.R. 2 19 will minimize future unforeseen disaster assistance ex^ei^litures and 
keep us on course to balance the federal budget. It is time to begin planning for 
disasters we all know will occur and to put the responsibility for shouldenng the 
cost of disaster preparedness and response on those who are at risk. 

As previously stated, NAR's primary concern is the availability of affordable 
homeowners' insurance. Any federal program that is created must be designed to 
achieve that goal. To that end, we urge that H.R. 219 be amended to require an 
agency study evaluating the availability and affordability of insurance and the extent 
to which states and private insurers have responded to the availability/affordability 
problem. 
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CONCLUSION 

A strong housing market is a linchpin of a healthy economy. Real estate 
generates jobs, wages, tax revenues and a demand for goods and services. When 
the unavailability of affordable homeowners' insurance in disaster-prone areas 
threatens the real estate market, local and regional economies suffer In order to 
maintain a strong economic climate, we must safeguard the vitality of residential 
real estate. 

But more importantly, we must safeguard the cornerstone of the American 
Dream. The NATIONAL ASSOCIATION OF REALTORS* supports a federal 
response to the disaster insurance crisis which helps to make the dream of 
homeownership a reality for more and more Americans. We urge the Banking and 
Financial Services Committee to take action this year on this very important issue. 

Thank you again for the opportunity to present the views of the NATIONAL 
ASS0CL\Ti6n of realtors*. I am happy to answer any questions 
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STATEMENT OF J. ROBERT HUNTER. 

DIRECTOR OF INSURANCE 

CONSUMER FEDERATION OF AMERICA 

BEFORE THE COMMITTEE ON BANKING 

AND FINANCIAL SERVICES 

OF THE U.S. HOUSE OF REPRESENTATIVES 

H.P, 219 -APRIL 23. 1998 

My name is Bob Hunter. I am Director of Insurance for Consumer Federation of 
America (CFA). I served as Federal Insurance Administrator under Presidents Ford 
and Carter, during which time I administered the National Flood Insurance Program. I 
also served as Texas Insurance Commissioner during the early 1990s during which 
time I developed a comprehensive disaster response plan for insurance and. 
unfortunately, got to see it work in large floods in the Houston area and a devastating 
tornado near Dallas. 

I am speaking today on behalf of both CFA and Consumers Union.' 

Backcround 

The 1990s have been an era of remarkable natural disaster activity. Of the ten most 
costly insured events, only one (Hurricane Hugo. 1989) dkl not occur in this decade. 

But. despite the disasters, the insurance industry is not only solvent, it is doing very 
well indeed Chart 1 shows two remarkable things: 

• Costs of disasters have skyrocketed in recent years so that, in the 5 years 
ended 1996. the insurance companies paid out over $60 Billbn in disaster 
claims. 

• Even with these remarkable payouts for disasters, the surplus of the 
property/casualty insurance business has skyrocketed over the last seven 
years, more than doub ling in size to $300 billion at year end 1997. 

' CFA is a nonprofit consumer advocacy organizatnn reprassnling over 250 stale, tocii and national pro- 
consuoier organizations wtlh a oonilMned msmliership of over 50 miUon Americans. 

Consumers Union is a nonprofit membership or9anizatk)n chartered in 1996 under ttie laws of ttie State of 
New York to provkJe consumers with siformation. education and counsel about good, services. heaNh, 
and personal flnancei and to initiale and cooper a te with individual and group efforts to maintain and 
enhance the quality of We for consumers. Consumers Union's income is solely derived from the sale of 
Consumer Reports, its other publications and from noncommercial contrttxjtione. grants and fees. In 
additkm to reports on Consurners Unkxi's own product testing. Consumer Reports, with approximately 
4.5 miliDn paid circulation, regularly carries articles on heaRh. product salety. marketplace economics and 
legisiative. judicial and regulatory actkxw which affect consumer welfare. Consumers Uhion^ puMcations 
cany no advertising and receive no commercial support. 
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The insurance consumer has been hard hit by the disasters, however. The reaction of 
the industry to the disasters has been to sharply cut back coverage and raise 
premiums. While the worst of that is over as the reinsurance industry has righted itself 
and prices for reinsurance have dropped in recent years, consumers in disaster prone 
areas can often only buy disaster insurance at substantially higher prices for 
considerably less coverage. 

As insurers have raised deductibles and otherwise restricted coverage, not only has 
the consumer risk risen substantially, but the taxpayer has become more exposed. For 
example, in California. CEA actuaries estimate that the typk^al polk:yhokler of an 
earthquake policy through the California Earthquake Authority (CEA) will bear 63% of 
the costs of the average future earthquake under the limited coverage available there. 
This will mean that both the consumer and the taxpayer will bear much more of 
earthquake costs than ever before in Califomia. 

The Need for a Coordinated National Public-Private Disaster Policv 

Before Congress moves to provide assistance to the insurance industry for disasters, it 
must assess the relationship between taxpayer-financed disaster relief and protectk}n 
currently provided by the private maricet. Any program Congress enacts must help 
ensure that the capacity to provide coverage by the private market is maximized and 
that losses to the federal and state taxpayers are reduced through mittgatk>n and 
private market mechanisms as much as possible. 

The relationship of insurance and taxpayer funded relief is an important one. Chart 2 
shows that insurance payouts for catastrophes are large for wind type claims (73.9% of 
cat payouts are for tomado. hurricane and other wind incidents). Only 9.1% of the 
payouts Is for earthquake and nothing is paid out privately on flood claims because 
that is a federal program. 

Correspondingly, the chart on the lower part of Chart 2 shows that disaster relief 
payments are 35.4% for earthquake. 15.6% for flood and 23.0% for hurricane. 

Charts 3 and 4 show the effects of private versus tax-financed coverage. Chart 3 
shows that people living in wind-prone states pretty much pay their own way through 
high homeowner rates. Texas and Rorida and other coastal states have the highest 
homeowner insurance rates in the country. (Chart 3) 

Disaster relief is not paid for on a risk related basis, however. Taxpayer subsidy from 
state to state is very real and varies depending upon the level of insurance coverage 
in the particular state. Chart 4 shows the per household subsidy from state to state. It 
is quite unfair for the citizens of some states who pay their own way on disasters to be 
asked, time and time again, to fund damage of others who do not carry insurance. 
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i have supplied 25 copies of CFA's new study. "America's Disastrous Disaster 
'System" to your staff. Mr. Chairman. We find that there is no real system in place in 
the nation to handle disasters. As a result, the nation rocks from crisis to crisis, 
sometimes with almost complete insurance coverage provided privately, sometimes 
with some federal insurance in place, sometimes with no insurance, only post-disaster 
relief. 

The mitigation and enforcement systems also are different depending on the disaster. 
The building standards for flood-prone areas are set nationally, by the Federal 
Emergency Management Agency (FEMA). But for wind and earthquake the building 
codes are under state or local control resulting in wide disparities in standards and 
level of enforcement from place to place. Enforcement is a vital aspect for 
consideration in design of national disaster policy. For instance, had the standards in 
place been enforced where Hurrrcane Andrew struck in Rorida. the damage would 
have been reduced by 40% to 70%. 

Our research shows that safe building and the maximization of private insurance and 
reinsurance can sharply reduce the tax burden of disasters and can eventually largely 
eliminate them (except for immediate shelter and other emergency needs). Congress 
should develop and adopt a plan to accomplish this prior to enacting any legislation 
which further exposes taxpayers. We are concerned about moving fonward with a bill 
absent full understanding of the impacts on consumers, taxpayers, insurers and other 
stake holders 



The nation needs a new system, an integrated system, to handle the disaster risk. But 
the proposals under consideration focus too much on providing relief to the insurance 
industry rather than ensuring consumers have greater protection against toss and that 
tosses are reduced through safer building practtoes. Congress should not enact any 
legislation that provkJes taxpayer back-up to the insurance industry unless the 
legislation meets the following prinaples to ensure that it benefits consumers and 
taxpayers as well as insurers: 

Adequate Insurance Protection 

•Any proposal must ensure that adequate insurance is available at 
adequate rates to all consumers, especially in high-risk areas. A transition 
plan may be needed to help current homeowners get through the "sticker 
shock' of changes in prices for their insurance in some areas. 

'Low and moderate income homeowners shoukl be protected from toss of 
insurance coverage. 

•Deductibles, co-insurance and surcharges may all be ways to ensure that 
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insurance is available but should not be used to render coverage levels 
meaningless. Congress should deal with the problem that It now has 
where insurers have sharply raised deductibles so that the taxpayer is now 
at risk for disaster relief under the point at which private insurance begins. 
This development will sharply Increase tax liabilities after future 
catastrophes. 

•To discourage development in high-risk, disaster-prone areas, insurance 
coverage for new construction should be based on the risk, minimizing 
cross subsidies. 

Strong Mitigation Measures to Reduce the C<?sts of Pisasters 

•Any proposal must have as its focus mitigatbn and must provide for 
effective measures to reduce losses. To back up insurance in high-risk 
zones without controlling new building practices in such zones foolishly 
would encourage unwise construction. 

•All stake holders must be included in mitigatbn efforts - federal. 

state and local governments, businesses and consumers, devetopers. the 

insurance industry and other stake holders. 

•The proposal should promote building and relocation efforts away from 
high-risk areas. 

•The proposal must include measures to encourage and assist 
homeowners, especially low-income homeowners, to implement damage- 
reduction measures. 

The program shoukl encourage innovative ways to reduce risk in existing 
homes.' 

Retention of Risk in the Private Market 

•Any program must have as its goal retaining as much of the risk in the 
private market as possible, taking into consideratk)n the capacity of the 
market and the type of risk involved. 

•The property/casualty insurance industry has over $300 bilKon in 
surplus (the excess of assets over liability). The industry has a great deal 
of capacity that should be drawn upon before catling on the public to help. 



' As an exaniple of an innovation to encourage rBtrofHting: If a program oould t)e estabishad that offarad 
insurance rate discounts for retrofitting that would bB sufficient to lower monthly cost t>y an amouni which 
could bB used for a loan to pay for the retrofitting, people couM letroUt at no increase in monthly caah 
outflow. Tlis would lower future dtoaster lotses il no increase in coat to the homeowner. 
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A. M. Best, in its annual Review and Preview of January. 1998 said this: 
'By any ones' calculation the insurance industry is excessively 
capitalized.' This should be reflected in any trigger of federal back-up 
Congress adopts. 

•The very encouraging development of alternative private sources of back- 
up for the primary insurance companies such as tapping financial markets 
through Act of God bonds or other instruments to achieve securitization of 
catastrophe risk, must not be in any way impeded by the federal level of 
back-up. 

ADoroDriate State and Fe deral Oversight 

•Federal oversight of the insurance industry is essential if the federal 
government provkjes financial backup to the industry or states. For 
instance, the taxpayer should not be asked to back-up inadequately priced 
insurance. (An example of why federal oversight is required is the truly 
perverse design of the California Earthquake Authority - see Appendix A). 

•While the federal government must oversee the industry if it provkJes 
financial support, states must retain the ability to provide the 
appropriate protections for their residents. 

Demonstrated Benefits t o the Federal Government's Disaster Relief 
EypgnditurgS 

•Any proposal should reduce the cost of disaster relief by the federal 
government. A critical component of any sound bill shoukl be a plan by 
Congress to show that the short-term investments taxpayers are asked to 
make in mitigatk>n and back-up of insurance companies actually reduce 
their k)ng-term tax liabilities from disasters. Congress shoukl produce 
such a plan before enacting any legislation so that the natk)n can measure 
annual progress toward the end of minimizing taxpayer support for 
disasters. 

J|j^Hggjggjgjg^j3j|3^i|jj]^^jj^^227|^yj£^^ 

HR 219 establishes a federal reinsurance program, the Disaster Reinsurance Fund, to 
be administered by the Department of the Treasury for state catastrophe pools that 
provkto insurance in high-risk disaster prone areas. The reinsurance program wouM 
cover resklential property tosses from earthquakes, hurricanes and tsunamis. Under 
the bill, the maximum amount pakj in any single year by the Fund is $25 bilMon. The 
bin permits the Fund to bon'ow funds from the federal treasury to cover insufficiencies 
in the fund. 
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The state pool would purchase insurance from the Fund to insure losses above the 
claims paying capacity of the pools. The Fund would be "triggered" when losses 
exceed $2 billion. $10 billion or any other amount the Secretary of the Treasury 
determines is appropriate. 

There are several problems with the bill: 

• Thg bill does not assure thg taxpayer of any rgductiQP in CQst from safgr 

building. With the exception of an untargeted minimum requirement for 5% of 
the state polls to be set aside for mitigation, there are no provisions to reduce 
the costs of disasters through preventive measures in the bill. Any program that 
calls on the federal government to assist the disaster insurance market should 
include mitigation measures that will reduce losses from disasters, e.g.. 
enforcement of adequate building codes. 

' HR. 219 does not ensure that consumers in hiah-risk disaster prone areas get 
adeouate insurance coverage . There are no provisions in the bill that require 
the pools to provide adequate coverage to consumers. The federal government 
should not provide financial back-up to state pools or insurance companies 
absent a guarantee that coverage will be available to consumers. 

• The bill impedes the development of the private market. The triggers of as low 
as $2 billion are way too low and would clearly impede the development of 
private measures to cover catastrophe risks. The insurance company. USAA. 
has devised a plan just for it that covers at least $1 .5 billion. A realistic trigger 
would be over the $16 billion of Hurricane Andrew, adjusted by the industry's 
surplus growth since January 1. 1992, plus a margin for encouraging the new 
securitization of risk that is going on.' The trigger should change year by year 
as the surplus of the industry and the other private solutions are established. At 
cun-ent levels, the trigger should be no less than $40 billion. 

• The bill does not set standards for state pools whk:h the taxpayer would back- 
up. Pools could be set up which actually increase taxpayer exposure. See 
Appendix A for a case study of the California Earthquake Authority for an 
example of a state pool which increases taxpayer liability. 

Providing funding for state pools gives the insurance industry an incentive to dump 
more of their bad risks into the pools and to retain the best risks for their own accounts. 
This coukj result in less insurance coverage, transfemng more of the costs of disasters 
onto the government, rather than using competitton and the fast-developing securities 
back-up to reduce federal costs through maximizatk>n of private insurance. 



> Ihe surplus at the start 0(1992 was S163bifion. Today it is over S300 t)iion. TVis is a factor of 1.84. 
S16 * 1.84 s $29.4. Given that over SI tNlkxi of securitizatkxi and over $5 t)ilKon of new reinsurance is 
now available. I wouM add at least S10t)ilion to this amount. The trigger shouM tie at least $40 l)ilon. 
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The private market can provide coverage for much more than this bill assumes. It 
handled Hurricane Andrew, Northridge and grew in size and strength at the same 
time. Much of the insurance industry does not need this b\\\. The insurance 
companies that primarily advocate the bill. Allstate and State Farm, sold homeowners 
and other types of insurance with reckless abandon in the 1980s in high risk areas 
creating an oligopy in Ftohda, according to that state's Academk: Task Force whrch 
studied this matter, ^k)w they want off the hook by dumping their risks onto the 
taxpayer. It is not the right way for Congress to deal with this important topic. The 
natk)n does not need a bail out of insurers, the nation needs a thoughtful national 
program to reduce risk and maximize private sector insurance coverage in a 
competitive market. 

Good News for Natural Disaster Policv and Research 

The interest Congress has shown in this important issue has led to a national debate 
on the subject. This debate has resulted in many important positive developments: 

• The Wharton School is conducting the type of research we have been calling 
for for several years, including kx)king into the capacity of the private sector to 
handle this risk, the impact of hypothetical large catastrophes on the mari<et, 
and the effectiveness of mitigation and enforcement to control the costs of 
natural disasters. This research shoukj help policy makers design a plan which 
reduces taxpayer liability for disasters and assures consumers have insurance 
protection at adequate prices. 

• One of the most important eariy findings of the Wharton effort is that securitizing 
the catastrophe risk not only lowers the risk for the primary insurance company 
buying the back-up. but k>wers the portfolio risk for the investor since the 
catastrophe part of the investor's portfolio is not coordinated with the 
movements of world financial markets. 

• FEMA has prepared a National Mitigation Strategy. It is a beginning, but 
requires promotion and endorsement. Any bill should require safe buikjing 
strategy as a condrtk)n of federal taxpayer back-up. To do otherwise is to invite 
unwise constructk}n in high risk areas of the nation and increased taxpayer 
cost. 

• The American Red Cross has incorporated natural disaster loss mitigatk)n as a 
core program. 

• Most property/casualty insurance companies are supporting the Institute for 
Business and Home Safety (IBHS) whk:h focuses on the mission of natural 
disaster ioss mitigatk^n. It is disappointing to report, however, that about 1/3 of 
insurers, including some big names, have not become involved. 
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• Public Private Partnership 2000 (PPP2000) initiated by 19 federal agencies and 
IBHS is a series of 14 educational forums intended to develop the framework for 
formation of public and private partnerships to mitigate the effects of natural 
disasters. Bringing together all stake holders for joint thought and development 
of ideas is a very positive step indeed. 

H.R. 219 in its curent form fails to meet the principles of sound disaster policy. It does 
not assure availability of insurance to those who need it. It will interfere with emerging 
private sector solutions. It may exacerbate the curent taxpayer subsidy to unwise 
building since it proposes no effective mitigation strategy. The trigger levels are too 
low. There are inadequate incentives for insurance companies to retain the hsk. 
Worst of all. no analysis of the tong term effects on consumers, insurers or taxpayers 
has been done. 

Congress can. and should, do much better. You can adopt a plan that lowers the risk 
of death and property damage through mitigation, you can develop an integrated 
approach to insuring natural disasters that is fair to consumers of insurance, you can 
minimize federal involvement and maximize private solutk)ns and you can set the 
nation on a course where, over the next few decades, the taxpayer will finally be off the 
hook for all but the emergency response part of the cost of natural disasters and 
people who choose to live in high risk areas will pay their own way. 

I would be happy to respond to any questions you may have. 
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Appendix A 

A Case Study of a State Pool Which Increases Taxpayer Liability 
The California Earthquake Authority fCEA^ 

The California Earthquake Authority (CEA) Is a plan to make earthquake insurance 
available in California. I represented the State of California in reviewing the actuarial 
aspects of this plan and found that the plan is not sound from an actuarial or a public 
policy viewpoint. 

In the wake of the Northridge earthquake, the insurance industry became highly 
stressed. The 1994 Northridge, a $12 billion insured loss, followed shortly after the 
1 992 Hurricane Andrew at a time when the catastrophe reinsurance mari<et was most 
tight - reinsurance prices had skyrocketed and available coverage was restricted. 
The primary insurance industry was in a dilemma. There was concern that insurers 
would cut back on writing insurance. 

The state adopted the CEA as a solution to this dilemma. The CEA relies upon a 
series of layers of capital to fund a maximum potential payout of $10.5 billion. Only 
$1 .0 billion of that is contributed and in the hands of the CEA. The insurance 
companies have a contingent risk of $5.0 billion ($3.0 billion after the contributed 
capital is gone and a S2.0 billion layer from S8.5 to $10.5 billion of losses). 
Reinsurance in place covers $3.5 billion. Consumers will fund one billion via a bond if 
losses are very large. 

The CEA Is not well designed for several key reasons: 

First of all. it contains no mitigation proposals or any encouragement for mitigation of 
new structures. Indeed, the rate structure for new construction discourages mitigation 
and encourages unwise construction in high risk areas. 

This is because the rate structure is capped to limit the price in the highest risk areas of 
the state. For instance, one of the intermediate approaches of the CEA showed 
indicated rates by temtory from $0.89 to $1 2.47. CEA capped the rates at $5.25. A 
$200,000 home gets an annual subsidy under this scheme of $1 .444. 

But this vastly understates the subsidies implk:it in the CEA approach because even 
before these data just reported were developed, the CEA combined territories in a way 
to hold down costs to high risk zones. They also did not set rates by actual buikjing 
location, soil type, slope and other risk factors which certainly coukj have been done 
for new construction. The result is a rate plan which invites construction in high risk 
areas and insures such unwise construction at rates significantty subskjized by 
consumers who live in low risk zones (these consumers have to pay an additional 8% 
to cover the subsidies to high risk homes). 
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While a degree of subsidy for existing structures may be desirable, particuiarty as as 
transition program to help current homeowners get through the impact of higher 
insurance costs, subsidy for new structures is a dangerous idea ~ an idea that not only 
costs increased disaster costs in the future, but could mean additional loss of life In an 
earthquake. 

Finally as to mitigation, the CEA has no real reward for retrofitting homes. Only a 5% 
discount is offered and only for older homes and only if these homes retrofit to current 
code standards. No help with the cost of retrofitting is offered by CEA. The retrofitting 
plan will not produce any real improvement in the existing housing stock. 

The second reason the design of the CEA plan is not sound is the large shift of cost to 
the consumer and the federal taxpayer. 

The 15% deductible eliminates coverage for most small earthquakes, placing all the 
cost of small earthquakes on consumers and taxpayers. 

But even in large earthquakes, the shift to out-of-pocket cost by consumers and 
taxpayers is significant. For example, the CEA estimate of what it woukj pay out for 
damage to homes from the Northridge quake is $4.7 billion compared with the $7.6 
actually paid out by the insurers after Northhdge to homes. This is a 46% drop in 
benefits under the CEA approach. 

The CEA witnesses in the rate case put forth 12 scenarios of various size earthquakes. 
The analysis revealed that the CEA would only pay for 37% of the damage to homes, 
ranging from as little as 28.6% to as much as 41.4%. 

The bad coverage offered by the CEA will increase taxpayer cost when future 
earthquakes sthke. 

And. the CEA has been unsuccessful in getting many people to buy their polk:ies. 
People understand that the coverage is awful so they figure, 'Why buy it?" These 
newly 'bare" homeowners will be looking to disaster relief exclusively for protectk^n in 
the future. 

Amazingly, while the CEA approach has explosively expanded federal taxpayer risk, 
the CEA has also been granted a tax exemption for reserves buikj-up. I really wonder 
about the wisdom of granting a tax exemption for the CEA given the fact that this plan 
produces an increased future taxpayer risk, not a lowered one. 

If HR 21 9 passes CEA would have the taxpayer exposed at the bottom and top of the 
risk with CEA building reserves for the middle layer with taxpayer support in that layer 
as well. It is wrong to have the federal government paying first dollar coverage at all. 
A pool set up in the fashion that CEA is should not qualify for federal back-up. 
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CHART 2 



INSURED LOSSES 1984-1993 
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AMERICA'S DISASTROUS DISASTER "SYSTEM" 

Introduction 

America has allowed its system for preparing and responding to natural disasters to 
grow in a haphazard way that inconsistently deals with natural disasters and which 
inadequately acts to save lives and property damage from natural hazards. 

Consider the following inconsistent approaches to the three major hazards in America: 



HAZARD 



FLOOD 



MITIGATION 
REQUIRgMENTS 

Federal 



INSURANCE 
PROM: 

Federal Govemment 



WIND 



State or local 



Private (in Homeowners) 
or through State mandated Wind 
Pools or Joint Underwriting 
Associations 



EARTHQUAKE State or local 



Private (separate policy) 
or through State Facility 
(California Earthquake Authority) 



The lack of a planned, thoughtful approach to these problems puts our nation at risk - 
leaving us vulnerable to sharply changing conditions, leaving taxpayers at great 
exposure, and resulting in unnecessary loss of life and property. 

This paper takes an Innlepth kx)k at these three major hazards, the exposure society 
faces from them, how society covers the cost of these risks, cun-ent problems in 
covering the risks and why the cun'ent system needs to be changed. It also suggests 
how to move America toward a system that ends taxpayer subsidy of anticipated levels 
of damage, move the cost of high disaster risk to those who choose to live in high risk 
areas and minimize death and damage from unwise constructk^n. 

Societal Exposure 

There has been tremendous growth in the costs of natural disasters in America as the 
chart below demonstrates. Since 1953. disasters over $1(X) million were declared 
from the Presidents's Disaster Relief Fund 18 times, of which 8 were in the 1990s. Of 
the $9.5 billion spent in disaster relief in these major events. $5.8 billion was spent in 
the 9()s. For the total payouts for all size disasters, from 1980-1984. Federal 
Emergency Management Agency (FEMA) spent $2.6 billbn; from 1985-1989 the cost 
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was $4.6 billion: from 1990 to 1994 the cost was $15.5 billion and for 1995-6. the cost 
was $8.4 billion (which translates into a greater than $20 billion clip on a five year 
basis). 

The government costs would have been much greater, of course, had there not been 
significant payments made by private insurance companies for disaster losses. 

During recent years, the insurance company catastrophe payments have also risen, 
viz: 

FIVE YEARS CATASTROPHE LOSSES 

ENDED: PAIP PY INSURANCE CQMPANiey, 



1971 
1976 
1981 
1986 
1991 
1996 



1 .3 billion 

2.1 

4.7 

9.0 
17.5 
61.4 



Viewed graphically, one sees a remarioble growth in catastrophe payouts: 




A 
D 



^-7^ 



77^81 B2'B6 87^91 

FIVE rEARS ENDED 



9Z-BC 



Of the top ten most costly insured losses of all time, only Hun^icane Hugo (1989) was 
not a 1990s event.' 



See Exhibit 1 . attached, for delal. 
Source: Insurance Informalion instNule. j 



^ May. 1997. 
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A recent federal report found that the anticipated level of damage from hurricanes 
cun-entty is $5 billion a year? 

Who Pays? 

The question of who pays for natural disasters is an interesting one. For those who 
are insured, actuarial principles would require that risks pay their own way with 
actuarially sound prices. Over time, the percentage of premium used to pay for 
catastrophes varies, viz' : 



"^55 

50-1 

45 
F AO] 
35- 
P 30 
R25 
£20-1 

!!o 



PERCENT OF PREMIUM USED TO PAY CAT LOSSES 



I 

65 



■. ■ . ■. ■^■. ■.■ J i M -."J> , 



70 75 80 

YEAR 



aIU^mmJiI 



85 90 



I 



1 992 saw fully half of affected premiums' used to cover catastrophes. In a typical 
year, under 10% of premiums are so used. But the result Is highly variable, causing 
great nsk to be felt by primary insurance companies. This implies a great need to lay 
off. or "reinsure" a significant part of the risk.* 



' National Oceanic and Atmoapharic Adminiatntfon. Novamber. 1997. 

* Source: Tat)la 2.4 of ledai^DiaaatarAaai8tanca."Bipavti8W Task Forca on Funding DlaasterR^ 
U.S. Senate. March 15. 1995. 

* The premiuma uaed in ttie calculation are fire. aMed Mnes. homeowna n ' muW part, f a imoiwiar a ' muW 
pefH. and commercial muNi peril. If aH proparty/caaualty premiuma are used, the ratfoa are much lower. For 
instance, in 1992. the percentage of total P^ premi u m a related to catastrophe payoula for daima ia 
10.1% rather than 51 .0%relaied to the selected Mnes of Inaurance uaed tbr this chart It ia importart to 
note that, in 1992. when catastrophes hit the insurtfK:e industry with this 10.1% impact on the txittom 
Kne. the industry stiH enjoyed a growth in surplus. This powerful performance related to investment 
returns wd to the federal tax help the industry got at the and of the year (a form of federal sutwidy not 
included in the dwaster relief paymenta dted earfer in this report. 

* Reinsurance ia a sort of lay off txx)Me arrangement where the primary insurance company Inaures Hsslf 
with a secondary market insurance company. This second insurance company inaures the insurance the 
first insurance company wrote. Insuring insurance ia caler "Yeinauranca.* 
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\1992 was the year of Hunicane Andrew, of course. Andrew was unique, a $15.5 
billion event for the insurers. Hunicane Hugo (1989) was the previous record payout 
at $4.2 t)illion. 

Payment for disasters depends upon whether they are fundamentally insured or not 
insured events will, over time be borne by those who are at risk. As Exhibit 2 shows, 
insurance catastrophe loadings ~ the amount in rates for catastrophe costs - vary t>y 
state. The five highest paying states are Hawaii (8.56% of premiums). Florida (7.73%). 
South Carolina (5.22%). Kansas (4.51%) and Oklahoma (4.16%).^ 

Of course, in the short run. insurance involves a sort of 'cross subskiy". from those who 
do not suffer the loss to those that do. In the tong run, given the nature of the 
competitive market in insurance, prices will reflect risk. Insurance subskiies may exist, 
but they are minimized by state regulatory practices which only altow small impact, if 
any. of disasters from other states. However, within a state, cross subsidies may exist 
(such as between the coast of Florida and those living in the north-center of the state; 
between those with little exposure to risk of earthquake in California and those with the 
largest risk* ). 

The insurance industry has complained about regulation suppressing disaster 
insurance rates, but that is not a significant factor. Since insurance companies can 
reject risks through underwriting, the regulator has little opportunity to hokJ rates too 
low. Indeed, the problem of rates being too k>w prior to Hurricane Andrew in Rorkla 
can be shown to be caused by industry desire for market share, not suppression by the 
regulators. 

But disaster relief payments involve cross subsidy from those not exposed to those 
who are exposed with no or inadequate private or public insurance. There is no risk 
testing in the collection of federal taxes. Therefore there is no surcharge on taxes for 
living in a high risk area. 

Exhibit 3 shows the Federal Emergency Management Agency (FEMA)/SBA disaster 
relief payments made by state from 1988 to 1996. California received $13.1 billion in 
assistance, 46% of the national total. Fk>rida. albeit Hurricane Andrew is in this time 
frame, received $2.5 billion. 9% of the national total over the period. A major reason is 
that Hurricanes are covered in the Homeowners and other fire-related insurance 
policies, but earthquake is not. 



' The National AssodaBon of Ifwuranoe Cocnmisaionecs approach is based on historteai experience tor al 
perils except flood (including hail, tornado, hurricane and earthquake). Other approaches involving 
modeling, such as the rate loads for catastrophe adopted by the Insurance Services Organization might 
also be used f« this sort of analysis. 

* Indeed, the CaMomia Earthquake Authority expidtly filed for such a cross subsidy in Hs first rale 
request. This dangerous precedent ooukJ lead to unvrise oonstrudkjn since the subsfcly apples not only 
to existing construdkxi. but to new oonstnjctkxi as weR. 
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Consider the breakout of payments for insurance vs. 
INSURANCE: 



MSURED LOSSES 1984-1993 




■ TonwdoM 29.8H 


■ HurricMMf Mm 


■winttr ttioiit 9.S% 


BoitMrwind 4.1% 


■1 WtetSt bOfKDS 2*o9% 


■Firt 4.7% 


■ Earthquakt 9.1% 



It should be noted that this excludes the National Flood Insurance Program loss 
payments. 



48-232 98-14 
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DISASTER REUEF: 









n 




DlSA57tR WYMEMTS BY TYPt OF WSASTEft 1/1/88-6/30/96 


1 


\ 












■ FlDQdf>nd Tornados 4.71t 




^^^^^^ 


■ CoHtU STorm 02% 




.^^^^^^m ^^ 


Oorwght OH 




>4^^^^^^^V X 


DElrthquiks 35.4% 




^^l^^^^m X 


■ Fkiods 1S.6% 




F^tj^^t^^m \ 


■ HuiTican* 23H 




^^S!fi^^^m 


El Typhoon 1.6% 




l^^lp^j^^^Hv 


^Fithir>gLos» 0J% 




KSi£:'"^" '■■ -^ .■■'^'^-^^. 


■ Fir« 2,5% 




KJ^S^', -'■ ^^^^^L / 


^Snowftks 3.7% 






OS Tornado 0.4% 




\ ' ^ ^^^^^^^^^^ / 


Hvolwno 0.1% 

■ 5«v«f« Stoan 12,6% 




"^^ ■ 


@ToKk:Subitanctt 0% 
@ Human Cau$« 0.1% 
Hotfwf 0% 













Looking at the major payout compariaons: 







Private 


Tvoe of Disaster 


Relief payouts 




Earthquake 


35.4% 


9.1% 


Ftoods 


15.6 





Hurrkjanes 


23.0 


40.0 


Severe Storms 


12.6 


4,1 


Tornadoes 


5.1 


29.8 


Ice/Snow 


3.7 


9.5 


Other Disasters 


4.6 


-L5 


Total 


100.0% 


100.0% 
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Insurance takes care of smaller wind events such as tornadoes almost completely. 
Insurance covers a sKinificant portion of the larger wind events, too. Federal Flood 
Insurance has t)een rightly criticized for failing to make necessary market penetratkNi 
to reduce tax support. Sibeit. t>etween 1977 and 1999, tt pakJ out $6.8 k)illk)n 
requiring only a $3.0 t)ilHon governmental outlay.* 

State cross sut)sklies in disaster relief are apparent (See Exhit)jt 4). F6r example. 
California received over $13 t>illk)n of relief for disasters in the 1988-1996 perkxj. 
which, related to the tax tMtse was about 2.4 cents t)ack per dollar of tax paid. New 
Mexico. DC. Cok>rado. Utah and Wyoming got back under $10 Millk)n in the period, 
representing under 0.1 cents per dollar of tax pakl. Exhitiit 4A shows an estimate of 
the subskly by state in dollars per househoM per year. Receiving the largest subskJies 
are ND ($104). CA ($100). HA ($74). and SD ($52). . Paying most are CT ($63). NJ 
($52). DC ($50). MD ($44). NH ($44) NV ($44). Ml ($42). NY ($39). MA ($38) and WY 
($38). Note that, because they pay there own way through insurance. FlorkJa had a 
relatively km $22 per househoW sut)sk)y. even with Hunricane Andrew's impact. 

Indeed, one state. California, has received 46% of the disaster dollars spent t)y the 
government in recent years, over five times the dollars fk>wing into the second highest 
collecting state. South Carolina at 9%. 

Very interestingly, as Exhibit 5 shows, farmers and farm corporations fare well under 
disaster relief. 58% of disaster relief dollars in the total disaster picture for 77-93 were 
pakj out by the US Department of Agriculture or t)y FmHa. compared to 24% for small 
businesses and about 12% for families.* 

The federal government does run two disaster-type insurance programs, the Natk)nal 
Fkxxj Insurance Program (NFIP) and the Federal Crop Insurance Program.'' \A/hile 
still a money toser. the NFIP is predicated on a plan to reduce taxpayer subskly as 
new constructk)n must meet federal buikJing codes in high fk)Od hazard areas of maps 
produced ty the government. 



* Tba National Rood kwjranos Program (NRP)ii a fedsrri program fun by tt^ 

Admi n i stta l kw i (RA), houaad in tha Fadaral Qnoroancy li4aruMamont Agancy. wtiich aala flood insuranoa 

in participafeng oommunMaa. In ordar to parttdpaia. oommunMaa mual anad land uaa and oonlral 

moaauwa lor Sioaa paria of tha oommunMy found to ha¥a high floodbig flilc aooovdbig to RA mapa. Now 

amiciuraa. butt aflar fta map ia piMhhad in ttis oommunMy. mual pay 1UI. iMWibaldbad. ack^ 

Mianiai panavanon prooiama nawa oaan oxaoanMMO oy ma puoac paroapaon mv n can i nappan io ma 

wvJ itw tT tii i * * ft n of ladanri twioUi H it doaa hi|)pon to ma." Anottwr proMam haa baan flW lack of a 

raq u imman l for iMnki to maimain inauranca oovwaga lilv tha Wlal yaar of ooi¥yioa- 

** Raaaarch of farm dtertar ralal psyoui daial tff iUts waa htyondi ttia tcops of INa raport but ia 

roioarch which ahould tw undartakan. 

" Thoraauilaofthaprogramaar8aatolowa(l977toigg3cumulalvodala.000dalalad): 

R.CXX) PROGRAM CROP PROGRAM 

PREMIUMS $ 8.426 $ 7.324 

LOSSES e.S3S 13.461 

EXPENSES 4.533 3.862 

GOVT OUTLAY 2.892 9.989 
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CoYgfaw HJatefteallY 

insurance coverage for Earthquake and Wind has normally been made available 
prtvatety (flood insurance was never widely available through private sector). In the 
era leading up to the recent spate of large disasters, there was a rush to write all risks, 
including catastrophic risk. Aggressive competitk>n was the order of the day, even in 
high risk hurricane and earthquake zones.* 

When California first required review of fault exposure in the late I970s-earty iseos. 
the reactk)n of the insurance companies was a panic - they had unknowingly written 
freely atong faults (interestingly, while they had undeserved such areas as South 
Central Los Angeles* ). In Florida. folk)wing Hunicane Andrew, companies started to 
retrench. Allstate even threatened to terminate 300.(XX) pdtetes untH the state stopped 
that with a moratorium on terminatk>ns. A state task force found that, in the period 
leading up to Andrew. Allstate and State Farm had wikfly competed themselves into a 
market characterized by the task force as an oligopy. In great measure, the insurers 
brought trouble onto themselves by careless writing, not paying enough attentk>n to 
proper spread of catastrophic risk. 

Similar findings of insurance industry self-inflicted problems in the catastrophic 
insurance market were reported by Conning & Onnpany. Conning determined that 
not only aggressive writing, but expansion of coverage under the Homeowners' Polk:y 
led to the high costs. The biggest change. Conning found, was the expanded use of 
replacement cost policies for homes and contents. Further. Conning found that the 
cost of insuring homes fell by 40% per $100.(XX) of coverage between 1984 and 
1995r 

How The System Has Woriced Quantitativelv 

Insurance has pakj more of the cost of disasters than the federal govemment disaster 
programs have. In the decade 1986 to 1995, disaster payouts have been about $66 
billion, whereas private insurance payouts have been $72 billk)n. Out of pocket costs* 
have not been estimated, but are large and getting larger as both the insurance 
industry and the govemment try to tighten up their belts as respects disaster 
exposures. For example, in California, earthquake polwtes are now written by the 
California Earthquake Authority which, like other insurers writing earthquake 
insurance, uses a 'mini-policy ' with sharp coverage restrictkyis. The most noteworthy 

The homsownsr^ iniurinos fnartcsl wm vwy ^nfl" (ttwt is. dhtntit&tadd by low prio8 wl Msy 
availabilty of insurant) f« many yMTSleadbig up to 1992. HuriicanoAndrvwlumadttwiiHrfcallianr 
(that is higli in price and dNflcuR to dbHaln coverage, parttciiariy near coasts and earthquake fauRs). 
" See studto of CaWomiaOepwtmem of Insurance foNowingLiwAngelee Riots. 1992. 
'* Conning & Co.. November. 1996. 

'* Out of pocket coets are due to lack of insurance. inabHty to buy insurance, large dedudWes. oowarage 
restrictions impose d in so-caied "^nini-poHcies" and oltier coverage restrictions. 
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restriction is the deductit>le of 1 5%. Estimates there are that consumers (and/or 
taxpayers) will pay atx>ut 63% of earthquake claims under the new California 
Earthquake Authority limited policies.* 

In recent years the consumer has had difficulty in seeking coverage in high risk areas 
for private coverage (Federal Fk)od Insurance is always readily availat>le). Folk>wing 
the large recent disasters. Insurance companies have moved in the directk>n of 
significantly higher prices and much narrower coverage for catastrophes. Insurers 
have cut their exposure using some of the following strategies: 

• limits on coverage, such as increasing deductit)les and the advent of tntra- 
polk;y coverage controls, such as the "mini-poUcy" used to write earthquake 
coverage in California 

• rate hikes. t>ased on new models (often without diseasing the model or the 
assumptk>ns used in the model) rather than using the historic methods of 
relying on state tong-term data^ 

• changed underwriting (eg Allstate pullout in Rorida; coastal pullouts; other 
adjustments; quotas by regk>n for some earners) 

• creatk>n of plans to get insurance companies off the hook for risk (Ftorida JUA. 
California Earthquake Authority) 

• role of reinsurance in market stability over recent years - first a significant 
tightening of the reinsurance market, now an easing, even recent rate 
reductk>ns 

• creation of new ways to spread risk (USAA and other insurers looking to the 
securities maricet to spread the catastrophe costs) 

It appears evkJent that the insurance market ovenreacted in the wake of Hurricane 
Andrew. But it has been righting itself . Reinsurance was the most exposed area of the 
insurance market, tt retrenched very severely folk)wing Andrew. But it has come back 
with a vengeance. The Bermuda reinsurance market raised $4.5 billk>n in capacity in 
I994ak>ne. Prices for catastrophe reinsurance began to fall in earty 1995 and that 
trend continues to this day. Securitizatk)n of insurance risk began in 1995 when 
isiationwkle Mutuiri Insurance Group secured $400 millk)n in backup from Morgan 
Stanley and other investors. *Act of God" bonds, hedges and derivath^e approaches to 
the problem were created m 1995. In 1996 and 1997. tNs trend continued with 
several maior insurers, including USAA. obtaining new mechanisms to spread the risk 



TMlivnony of J. Robwt Hunlir in ttw MSNtf of Si# Rsto HfeiQ of tlw Ctftomis EtfthQUilw Auttiorily. 
Apri 14. 1997. CEA hM not cfllod tor upgradod ImlcflnQ codoo fior offtiwl moiningliil inosnttvoo tor 
privsw iiMlQSDon oNofto. 

v/TA DOH¥M vw iMo 01 nrnKHm m m IMP ■ovwvD. lOffMncMy. nowiowir, hw wmMnpmMm nvowva 
fiNiit tM niado piMe for tl to too vid dilMlo. to loiure thsl the modtlt do not hido imprapv lochniQUii 

oMviranv imoN. inoiviow oi oiraoiWR niooiioiv prooucvis wiQOQf QiraoiWR fvoiflv w voiaOT 
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or spread the cost of unusually high catastrophes.* 

Critique of Existing "System' 

Simply put. there is no 'system* in place to systematically deal with disasters in the 
United States of America. But there should t)e. The nation rocks along from disaster 
to disaster, with the President or Vice-President dutifully flying over each msyor 
disaster with the governor and mayor and the Federal Emergency Management 
Agency (FEMA) Director. t)ringing with them checks to hand out. 

This is not a 'system'. This is a tragedy. You wouki think that once, as he files over yet 
another tragedy, the Preskient (not just Clinton, txjt all the PreskJents. Democrat or 
Republican, who have t>een in that helicopter over and over again for decades) wouM 
say. "Wait a minute. \A/hat are we doing? How can we help the cunrent vk:tims. yes, 
t>ut move the nation toward a ratbnai plan to tower damage and toss of ttfe and 
ultimately get the taxpayer off the hook for all these costs?" 

The cun-ent "system" is a prescriptton for Disaster, not a prescriptton to avoto a 
disaster. Only in the Nattonal Rood Insurance Program Is there required safe t>uitolng 
standards in place. There are no nattonal wind or earthquake standards. 

Nor are there national enforcement tests of any standards that are In place. Studies 
after Hurricane Andrew indicated that, had the standards In place in Ftorida been 
enforced, damage would have been reduced by 40%. 

California's new earthquake facility, the California Earthquake Authority, not only has 
adopted no building standards, it has no research underway to even test existing 
codes or enforcement of such codes. Worse, the rating plan has cross substoies built 
into it. even for new construction, an invttatton to buitoers to buito in higher risk areas. 

There have been some self-serving attempts to broaden the nattonal perspective on 
disaster, in the 1980s, the insurance industry created an entity, the Earthquake 
Project, to try to obtain access to the treasury in the event large earthquakes 
happened. That project was expanded, and the name changed to the Natural Disaster 
Coalition, foltowing Hunicane Andrew in 1992. But it remained committed less to a 
real solution than to a guarantee to bail out private insurance interests if a large event 
occun-ed. Wisely. Congress never acted on the bills put forth by either the Earthquake 
Project or its successor organization. 



" See. e.g.. "Private Sector Re sp onse s to U.S. Natural Disaster Threats.' Reinsurance A ssod a itto n of 
America. April IS. 1997 for a through look at innovative ways capital is t)eing made avaUbie to baclc up 
catastrophic risk privately. The USAA deal was the purchase of $400 mMon of leinsuranoelrofn a special 
purpose reinsurer (SPR). tMCked by catastrophe tXNids. The SPR acts as a tr a nsf o mwr. »» real ftsk is 
lx)me tiy the txmds. USAA wH t)e leimtxjried for a loss of tMtween $1 and $1.5 liHon liom a single Qass 
3. 4 or 5 hurricane in the 21 covered Atlmtk: and Gulf Coast Stales, with USAA taMng 20% of the laysr. 
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The problem faced by the nation is obvious. We need an integrated plan to. over 
several decades, assure that the taxpayers interests are protected and that damage 
and loss of life are reduced to a minimum. 

This requires careful analysis to determine a comprehensive plan to (1) mitigate 
damage through enforced, national minimum standard building controls. (2) determine 
how to maximize private responses (be it traditional insurance or innovative ways to 
securitize risk) to natural disaster claims. (3) eventually eliminate taxpayer liability for 
natural disaster and (4) assure generally available, affordable insurance protection to 
all, including mechanisms to include the low income persons in high risk areas. 

Solutions with ng study PQt apprgpnate 

Congress wisely has resisted solutk)ns with no analysis undergirding the proposals, it 
woukJ be worse than inappropriate for Congress to enact a plan that backed up private 
insurar)ce with no analysis of how to mitigate risk, no time-line for the removal of 
taxpayer support, no enforcement guarantees as to buikjing codes and no guarantee 
that safely tiuilt structures woukl be able to be protected from natural disasters through 
insurance or other affordable approaches. 

ADDToaching a Solutton 

The only way to approach a solutk>n is by careful study. The nation needs the 
answers to such questions as: 

* Do we really need to do this for windstorm? After ail. the private sector has 
handled wind for all time, including Hurrk:ane Andrew, without a federal 
program and the catastrophe reinsurance market is robust today. Careful study 
in Fk>rida showed that the availability problem in that state has a k>t to do with 
the fact that the homeowners insurance market is over concentrated in two 
insurers. Ftorida study shows that in a relatively brief time, that state can gamer 
the resources to handle its own problem. \A/hat states really need federal back- 
up in the k>ng njn? The Ftorida study makes it dear that the State woukj have 
fared much better if codes were enforced. Does this means that natk)nally 
enforced buiMing codes shouM be adopted or are there other enforcement tools 
- perhaps private approaches - that can assure safe bulMing occurs? 

* What are the tong term ramificatk)ns of the proposal? Where is the 
cost/benefit analysis? How does the mitigatk)n component really woric over 
time? When can the taxpayer really expect to get off of the hook in this 
program? Do we need temporary direct or cross subsklies? Who pays the 
subskjy? Who receives the subiidy? How can insurance be structured to 
encourage mitigatk)n efforts by policyhokjers through price discounts. k>wer 
deductibles, etc.? Can a plan be devised wNch woukJ combine a k>an for the 
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cost of the mitigation with an insurance price dieoount ao that the homeowner 
who chooses to mitigate would actually see a lower net monthly payment for the 
loan/|xemlum comtxnation? 

* Does Michigan sul>sidize California more or less than Michigan does today 
under the cunrent disaster relief approach? Who gets sut>sidy and how much? 
Who pays sut>sidy and how much? Will the people who chose to inhabit high 
risk zones ever fully pay their own way? 



* As to mitigation, what is the state of the art standards that will be required? 
Who enforces it? Who gets it tiy the t>uilders. with their focused economic 
interest and powerful lobby at the local and state level? Is just one standard 
required or should it vary by place? Should there be federal minima that must 
be met for a state or locality to qualify for the insurance or reinsurance? To what 
extent should mitigation be required vs. encouraged by financial incentives? 
Does the answer to this depend on whether we are considering mitigation on a 
new or an existing structure? 

* Should there be one plan for all catastrophic hazards or is the issue different 
coverage by coverage? How should the National Flood insurance Program be 
integrated into the overall plan? What are the lessons from the NFIP that should 
be instructive in developing the overall plan? Was the NFIP good legislation? 
How has it worked to get mitigatk>n in place? Have lives and property been 
saved? 

* What alternatives to traditk)nal insurance can be devetoped to spread the risk 
beyond insurance to the far greater securities markets?* 

* What happens to those who must buy the insurance under the purchase 
requirements of the bill but cani afford the price? Is this the right way to force 
spread of hsk? ShouM there be some transitk>n plan similar to the existing 
structure subsklies used when the National Flood Insurance program was 
enacted? Study of the rather tiny benefits being offered under Califbnrva's so- 
called 'Mini-poKcy* for earthquake and the likely adverse ramificatkxis on the 
public and the taxpayer of sharp coverage Kmitatkxis shouM be part of the 
analysis. 



nMMfch ndtoatosStil slti9^nilurildtoMtar migMussiipofw Mid of tlw insmnos indiMlirj^ 
stvplus. but th« tam» lots vvolM only fvprMtnt about 1% of Sit Mcurty vak^ 
martiiii. In doo d. tht wM W hw i of locurtllt cc wrin fl p^MtI ttaailift lo J n w m o r' i poilloioi would i 
tho riok of s MciifWoo pofSoio^ sNon tho oouMof'Cyclcil nshvs of miurai cabalrapiiM (Le. nol inoMns 
vriSi flivil insrtHi movifnonlt *- Inown as a aifo bala)L Saa Cvi Iniuws Pay for Iha "Bis One r 
MtatMrirw tha Cm^**^ (if wn kwunwcft l l Mlt a t to naaoond to CaiMitintic Loaaaa, 1 PawM C unwinB id 
Nm a Dohsfty, Tiw IMitflon Scnoo!* Dsowibflf « 1997. 
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Before the fkxxl insurance program was enacted, Congress did tho right thing, it 
undertool( a feasibility study under the leadership of the National Academy of 
Sciences that carefully answered the questions that attended to the flood risk. This 
sort of impartial study is needed to determine of what sort of federal t>acl(-up. if any. is 
needed for this country's insurance industry for natural disaster, what appropriate 
mitigation measures should be employed, what other quid-pro-quos should be 
exacted to protect taxpayers and answers to many other fundamental questions. 

The Wharton School has begun such an effort. This study could answer many of these 
and other important questions. 



There is also hope for movement toward informed future action in these recent 
developments: 

• The Federal Emergence Management Agency has prepared a National 
Mitigation Strategy. It is a t>eginning. but requires promotion and endorsement 
so it is not too little and too late. 

• The American Red Cross has incorporated natural disaster loss mitigation as a 
core program. 

• Most property insurers are supporting the Institute for Business and Home 
Safety (IBHS) which focuses on the mission of natural disaster loss mitigation. 
It is surprising that about one-third of insurers, including some t)ig names, have 
not become involved. 

• Public Private Partnership 2000 (PPP2000) initiated by IBHS and 19 federal 
agencies (coordinated by the Subcommittee on Natural Disaster Loss 
Reduction) consists of 14 educational forums intended to develop the 

f ramewori( for formation of public and private partnerships to mitigate the effects 
of natural disasters. Bringing together all of the stake hokters for joint thought 
and devek>pment of kleas is a very positive step. 



Politteal Dilemma ~ Soluttons Possible 

Naturally, the ultimate sokitk)n will require political compromise. It is no surprise that 
support for an earthquake-only solutk>n gained support only from California's 
congressbnal delegatk)n. When the Earthquake Project metamorphosed into the 
Natural Disaster Coalitk>n after Hurricanes Andrew and InikI in 1992. it is no wonder 
that the support came from California. Ftorida and Hawaii's Congressk)nal 
delegatk)ns. 
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EXHIBIT 1 
DISASTER PAYOUTS BY INSURANCE COMPANIES IN THE USA 



YEAR 


CAT LOSSES'. 


YEAR 


CAT LOSSES 


1965 


$ 694 Million 


1981 


714 Million 


1966 


111 


1982 


1.529 


1967 


327 


1983 


Z255 


1968 


135 


1984 


1.548 


1969 


256 


1985 


2.816 


1970 


450 


1986 


872 


1971 


174 


1987 


905 


1972 


215 


1988 


1.409 


1973 


376 


1989 


7.642 


1974 


696 


1990 


a825 


1975 


514 


1991 


4.723 


1976 


271 


1992 


2Z970 


1977 


423 


1993 


5.705 


1978 


646 


1994 


17.010 


1979 


1.703 


1995 


8.310 


1980 


1.177 


1996 


7.375 



* Source: ProptrtyClaimt SarvfoM Division of AmsrfcaniniinnotSarv^ 
TnoM psyouls indiMto conwnofciil Insuranos m woI is insuranoson homss. 
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INS. CAT LOADS BY STATE 




Exhibit 2 


STATE 


PREMIUM 


STATE 


PREMIUM 




FACTORS (%) 




FACTORS {%) 


Hawaii 


8.56 


Virginia 


0.95 


Florida 


7.73 


Tennessee 


0.93 


South Car. 


5.22 


Minnesota 


0.89 


Kansas 


4.51 


Pennsylvania 


0.84 


Oklahoma 


4.16 


Oregon 


0.76 


California 


3.49 


Ohio 


0.76 


Texas 


3.22 


New York 


0.76 


Colorado 


3.17 


Maryland 


0.7 


Louisiana 


3.07 


Washington 


0.62 


Mississippi 


2.94 


New Jersey 


0.62 


Alabama 


2.78 


Maine 


0.62 


Nebraska 


2.47 


Vermont 


0.61 


Rhode Is. 


2.32 


Wisconsin 


0.58 


Arkansas 


2.29 


Alaska 


0.55 


North Car. 


1.85 


New Hampshire 


0.43 


Wyoming 


1.75 


Arizona 


0.39 


Delaware 


1.75 


Utah 


0.35 


Iowa 


1.65 


Michigan 


0.29 


Missouri 


1.61 


Idaho 


0.21 


South Dakota 


1.45 


Dist. of Col. 


0.2 


Georgia 


1.42 






Kentucky 
Connectkrut 


1.41 
1.31 


Sourct: Ntw York Insuranct Dtpartmwit 
Prtmium llts«rv« Factors. 


North Dakota 


1.28 


5/14/97 




West Virginia 


1.27 


«<«Mt«\ 


New Mexkro 


1.24 


coses/ 




Indiana 


1.24 






Nevada 


1.23 






Massachusetts 


1.11 






Illinois 


1.09 






Montana 


0.97 
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FEMA/SBA 






CXHIBrr 


TOTALS 








DISASTER 








RELIEF 








1988-96 








i_MlLLIQtiS HBIL 






13061.7 


California 


103.2 


Oklahoma 


2491.5 


Florida 


86.8 


Arkansas 


859.2 


Illinois 


55.2 


Maryland 


736.8 


Texas 


54.2 


Connectteut 


706.9 


Georgia 


53.3 


kJaho 


618.7 


South Carolina 


52.6 


Maine 


602.5 


Missouri 


35.8 


Michigan 


590 


Louisiana 


30.9 


Nevada 


511.1 


North Carolina 


21.3 


Vermont 


471.8 


New York 


20.5 


Rhode Island 


467.9 


Iowa 


17.2 


Delaware 


444.2 


Washington 


14.9 


New Hampshire 


425.8 


Pennsylvania 


14.5 


Montana 


410.5 


Hawaii 


8.5 


New Mexico 


304 


Minnesota 


8.2 


DIst. of Col. 


293.1 


Alabama 


4.8 


Colorado 


231.1 


North Dakota 


2.6 


Utah 


204.8 


Oregon 


0.4 


Wyoming 


195.9 


Massachusetts 






186.3 


Kentucky 


28289.9 


Countrywide 


172.7 


Nebraska 






164.6 


Ohio 






163.3 


South Dakota 






160 


New Jersey 






154.4 


Mississippi 






153.5 


Kansas 






137.6 


Arizona 






136.9 


Virginia 






134 


Wisconsin 






133 


West Virginia 






130.1 


Tennessee 






129.6 


Alaska 






128.4 


Indiana 
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EXHIBIT 4 


DISASTER REUEF PAYMENTS AS A PERCENTAGE 


Of PFnFRAI TA¥eS PAID - 1/1/M TO SAO/M 


STATE 


DISASTER PAY 


STATE 


DISASTER PAY 




AS A % OF TAX 




AS A % OF TAX 


North Dakota 


2.9 


Oklahoma 


0.3 


California 


2.4 


Maine 


0.3 


Hawaii 


2.0 


Arkansas 


0.3 


South Dakota 


1.8 


Arizona 


0.3 


South Carolina 


1.5 


Wisconsin 


0.2 


Louisiana 


1.2 


Tennessee 


0.2 


Iowa 


1.2 


Pennsylvania 


0.2 


Florida 


1.1 


Montana 


0.2 


Alaska 


1.0 


Massachusetts 


0.2 


Nebraska 


0.8 


Virginia 


0.1 


Missouri 


0.8 


Rhode Island 


0.1 


West Virginia 


0.7 


Ohk) 


0.1 


Georgia 


0.7 


New York 


0.1 


Mississippi 


0.6 


New Jersey 


0.1 


Alabama 


0.6 


New Hampshire 


0.1 


Washington 


0.5 


Nevada 


0.1 


Oregon 


0.5 


Maryland 


0.1 


North Carolina 


0.5 


Indiana 


0.1 


Minnesota 


0.4 


Dist. of Col. 


0.1 


Kentucky 


0.4 


Delaware 


0.1 


Kansas 


0.4 


ConnectKut 


0.1 


Illinois 


0.4 


Wyoming 


0.0 


Idaho 


0.4 


Utah 


0.0 


Vermont 


0.3 


New Mexico 


0.0 


Texas 


0.3 


Michigan 


0.0 






Colorado 


0.0 






Countrywide 


0.7 



Note: Taxas for 1 /I /9S to 6/30/96 «stifnat«d 
tobeat1994kvalg. 



48-232 98 - 15 
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EXHIBIT 4A 



ESTIMATED PER HOUSEHOLD* CROSS SUBSIDY 
BETWEEN STATFS FOR ni^^;^f, RguFP i/tfflft jff ^ ^^^ 



SIAIE 



SUBSIDY PER 
HOUSEHQI n 



SIAIE 



SUBSIDY PER 
HQUSFHni n 



North Dakota 


$104.32 


Vermont 


-20.60 


California 


99.56 


Montana 


-21.76 


Hawaii 


74.38 


Arizona 


-21.81 


South Dakota 


52.00 


Illinois 


-22.74 


South Carolina 


31.73 


Texas 


-23.41 


Iowa 


25.69 


New Mexico 


-25.92 


Alaska 


24.95 


Tennessee 


-27.40 


Florida 


21.62 


Pennsylvania 


-27.42 


Louisiana 


20.19 


Wisconsin 


-28.91 


Missouri 


4.57 


Indiana 


-30.32 


Nebraska 


3.31 


Utah 


-30.48 


West Virginia 


0.10 


Rhode Island 


-31.22 






Ohio 


-32.62 


OTHER STA^Tp^ 


PAY: 


Colorado 
Virginia 


-34.66 


Georgia 


-0.09 


-35.57 


Mississippi 


-2.36 


Delaware 


-36.06 


Alabama 


-5.75 


Wyoming 


-37.88 


North Carolina 


-8.07 


Massachusetts 


-38.11 


Kentucky 


-11.83 


New York 


-39.20 


Oregon 


-12.22 


Michigan 


-41.60 


Idaho 


-13.11 


Nevada 


-43.41 


Arkansas 


-13.86 


New Hampshire 


-43.65 


Washington 


-15.36 


Maryland 


-43.99 


Kansas 


-15.40 


Dist. of Col. 


-49.73 


Maine 


-16.75 


New Jersey 


-51.71 


Oklahoma 


-17.39 


Connecticut 


-62.61 


Minnesota 


-17.73 










Countrywide 


$ 0.00 



Households estimated by divkfing population of state t^ 
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Mr. Chairman, thank you for this opportunity to address the Committee on the need for natural 
disaster legislation. My name is Charles T. Xharlie*^ Brown. I am Vice President of Baker Wefann 
Brown Insurance in Kennett, Missouri. Kennett is a small town of approximately 1 1,000 people 
located in the boot heel of Missouri. I am an independent insurance agent in this conmnmity and 
have the privilege of representing hundreds of homeowners with aU different types and values of 
homes. I am testifying on behalf of the Independent Insurance Agents of America. 

You may wonder why an independent insurance agent from Missouri is concerned about natural 
disasters since this problem would appear to concern only homeowners who have built houses near 
the ocean or live on the San Andreas fault in California. It is a kxig trip from Missouri to 
Washington, D.C., but I want to share with you what my clients and many average homeowners in 
Missouri are facing. 

NEW MADRID FAULT 

Unfortunately, my town is located in what is predicted to be the worst affected area of the New 
Madrid fault. For those who are unfiuniliar with the fault, it crosses five state lines and the 
Mississippi River in at least three places. Damage estimates for a major earthquake on the New 
Madrid fault run into the billions of dollars. A major event would devastate St. Louis and Memphis 
and impact thousands of homeowners in Arkansas, Illinois, Kentucky, Termessee and Missouri. 
Still, my agency, since its beginning in 1939, has never seen enough damage to a home from a minor 
tremor to pay an earthquake claim. But, the ripples and tremors from the enormous potential for 
damage in the New Madrid fault area, coupled with the financial impact of Hurricane Andrew and 
the Northridge Earthquake on insurance companies, are being felt by my clients and all homeowners 
in Eastern Missouri and other states that share this fault zone. 

As you are well aware, after Hurricane Andrew and the Northridge Earthquake all insurance 
companies, reinsurance companies, and their rating agencies began taking another look at the 
potential for loss that major natural disasters could have on an insurance company's ability to pay 
claims. Even though these specific disasters did not happen in my area, attention has been focused 
on the potential for any natural disasters. Most potential hurricanes fh>m Florida to Massachusetts 
and earthquakes in California pale in comparison to the potential insured property damage estimates 
for a major New Madrid earthquake. 

Thus, we have seen our market for earthquake coverage on homeowners policies dwindle at an 
alarming rate. This change has been less dramatic than the market problems in Florida or California, 
but 1 want to stress that the changes in our market are no less real to my clients. We have seen 
companies cancel their homeowners policies, invoke moratoriums on new homeowners policies with 
earthquake coverage, change earthquake coverage to exclude all contents of a home, and increase 
premiums on either the earthquake coverage or the entire homeowners premium where only the 
wealthy can afford to keep their current coverage, forcing homeowners to cancel their insurance. 



Digitized by V:iOOQIC 



429 



MARKET PROBLEMS 

I wish to make clear I am not here to belittle insurance companies for their actions in my sute. 
Insurance companies have as their most sacred duty the obligation to pay their policyholders in the 
event they have a claim. Many companies have decided that they would not be able to pay claims 
of the magnitude caused by an earthquake along the New Madrid fault. 

I also am not here to praise the actions of insurance companies, or should I say ^Snaction \ 1 am 
disappointed that many of them are content to walk away from the New Madrid fault area and do 
nothing to help solve our market problem. Fortunately, there are a few companies that remain in 
our market and are working hard to pass this legislation because they feel it will enable them to 
continue to honor the conunitment they have to pay their claims. 

Let me further explain what has been happening in Missouri and other New Madrid sutes. First, 
we have seen many companies simply withdraw from the earthquake-prone area of our sute. 
American Family, for example, canceled all the contracts of their agencies south of Cape Girardeau. 
Missouri. If all the insurance companies in our area and the other New Madrid fault states had done 
this, we would have seen an immediate crisis like the California and Florida markets experienced. 
Instead, our problem has not drawn national headlines, partly because it has affected large rural areas 
of the New Madrid fault states. Also, most insurance companies have until recently ignored the 
true potential that the fault poses to large cities like Memphis and St. Louis. 

I will share a personal example of companies exiting our market. In 1997, my agency was visited by 
a major national insurance company that we represented. The regional vice president from Chicago 
came to see us and three other agencies representing this company in Southeast Missouri. He told 
each agency that his company had looked at their earthquake exposure in Southeast Missouri and 
there was just no way to charge enough premium for the exposure. He asked us to either take the 
earthquake coverage off our homeowners policies and write that coverage separately, or to move the 
policies to another company. 1 was even more astonished when he offered to pay us to move the 
business! My agency did decide to move our clients' policies. Not for the money, but because this 
same company official had told us that they would be raising their earthquake rates to a level that 
would not be affordable for most homeowners. 

Another agency located in Southeast Missouri was confronted with a similar situation by a different 
company. This agency was told that their contract with that company was being terminated 
because of a poor loss ratio. The owner of this agency, who did not believe his agency had a poor 
loss ratio after personally reviewing the loss results, talked with the company represenutives. The 
agent was told he could keep his contract, but he would have to nonrenew all his homeowners 
policies with that company. He was told the real reason the company was canceling his agency and 
others in the area was to reduce the company's earthquake exposure. This agent, who is currently 
the secretary/treasurer of the Missouri Association of Insurance Agents, decided he could not 
nonrenew his client's policies and fortunately was able to find another company to take the 
business. 
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The most widely used tactic of insurance companies to exit our homeowners insunuice market has 
been price. By simply increasing the cost of a homeowners policy, a company can easily see their 
business canceled. Now, an outside observer might think the consumer, knowing of the potential for 
an earthquake in our area, would not like their homeowners premium to increase, but woukl 
nonetheless keep the policy because of the need for coverage. Mr. Chairman, what if your 
homeowners insurance cost $313 in 1996, but you received your renewal for coverage and the new 
premium was $765? Naturally, you would look for other coverage. That is exactly what many of 
my clients and the clients of independent and direct-writer agents have been doing (and will continue 
to do) as this legislation is debated. The companies that dramatically increased their rates did not 
have to cancel any policies or withdraw from our area. The price increase accomplished this de 
facto. 

Again, allow me to share with you an example of how my agency handled this tactic. We 
represented a small regional insurance company called Silvey Companies. That company was 
owned by General Accident. Silvey was represented by at least one independent agency in most 
towns in Southeast Missouri and Northeast Arkansas and offered homeowners insurance with 
earthquake coverage at reasonable rates. In 1997, General Accident decided to absorb the processing 
of Silvey *s business into their existing branch offices. General Accident had only a handful of agents 
in our area mainly because they did not write earthquake insurance on their homeowners policies. 
With the absorption of Silvey's business. General Accident did not cancel the Silvey homeowners 
policies. Instead they simply raised the homeowner premiums on aU the renewals over 100%. 
What was the result? The only homeowners who kept their Silvey homeowners policies were those 
who had no other choice because they lived in a rural area or had previous losses and another 
company would not write their insurance. 

Recently, the Missouri Department of Insurance (MDI) has been monitoring the cost of earthquake 
insurance for homeowners and the percentage of homeowners who have this coverage. When they 
released their first data in December 1996 the headline of their press release read: ^'Sutewide 
eanhquake insurance market relatively subic". This study was based on data from 1993-199S. In 
August 1997. after analyzing data from 19%, the Department issued a press release with the 
following headline: "Earthquake insurance rates up sharply in Bootheel; coverage there falls off." 

Even though I totally agree with MDIs latest assessment that rates are up sharply and more and 
more homeowners are deciding not to buy coverage, I would suggest that the Missouri Department 
of Insurance data does not take into account the many companies that have increased not only their 
earthquake rates, but also increased their homeowners rate to get out of the market totally. 
Unfortunately, the Department's data does not include the number of homeowners who have had to 
change companies for this reason. Also, not included in the Department's data are the number of 
companies that have exited our market, like the company in my agency that asked us to move the 
business or the company that terminated agents for high losses when in fact the true reason was to 
reduce their earthquake exposure. 
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A third manner in which insurance comfNuiies have handled their earthquake exposure in our area is 
by increasing deductibles and/or hmiting coverage to just the home itself and providing no coverage 
for outbuildings and only SI 0,000 coverage for personal property. Those fiuniliar with the 
eartiiquake situation in CaUfomia have faced this same situation. Many insurance companies have 
seen this as a partial solution to their problem with natural disasters. I just wonder where these 
homeowners are going to get the money to pay for their personal property or to manage a 2S 
percent deductible. This is no solution for the average American, but rather a prayer that somehow 
it will cost 2S percent less to rebuild their home, or that when their home foils to the ground, their 
furniture, clothes, and other personal property will miraculously emerge unscathed. 

RESTRICTINC MARKETS 

The final manner in which companies are deaUng with a potential mega-disaster from the New 
Madrid fault is by simply not appomting any agents in my area. 

In December 1996, with many companies restricting coverage and knowing that we faced the 
possibility of our present companies pulling out of the market or increasing their rates to 
unafTordable levels, my agency contacted over 20 companies to see if we could find a company 
willing to come to our area and write homeowners policies. Only one company would seriously talk 
with us. We offered these companies over SSOO.OOO of profitable business and to write all lines of 
insurance for their company. We heard many excuses why the companies would not appoint our 
agency, but a few were honest enough to tell us that their company was just not interested in 
writing any eardiquake coverage in Southeast Missouri. A similar search for companies has been 
repeated by almost every agency in my area. One large agency even offered to give a company SI 
million in profitable business, but could not find one willing to give them an appointment. The one 
company that my agency did convince to come into our agency was willing to do this because they 
have no other agents in Southeast Missouri and do not plan on appointing anymore at this time. 

Still, we do have markets available in Eastern Missouri. But how long can the few remaining 
companies keep writing more business, as other companies use the tactics I described earlier to 
eliminate their homeowners policies? State Farm has over 25 percent of the homeowners market in 
Missouri and has as its official policy for our area to maintain their current level of coverage. I fear 
that will we see more and more homeowners unable to purchase earthquake coverage. 

DIMINISHING EG COVERAGE 

In analyzing their premium data, the Missouri Department of Insurance noted in their last press 
release that coverage was falling off in our area. Why are fewer homeowners purchasing earthquake 
coverage? Price is the answer. Several years ago the earthquake premium on an average home in my 
agency was between S30 to S70. Now the average premium for earthquake coverage is between 
$100 to S300. This is in addition to the basic premium increases that many companies have 
instituted on homeowners policies. Before this crisis hit our area I was proud to say that 
approximately 90 percent of my homeowners clients had earthquake coverage. Now this percentage 
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nas declined to roughly 70 percent, and with pending rate increases for earthquake coverage in 
Missouri, I fear it will fidl even further. 

The cost of earthquake coverage and limited availability is causing many homeowners in Missouri, 
Arkansas, Tennessee, Illinois and Kentucky to drop dieir earthquake coverage. They are being 
forced to abdicate their individual financial responsibility to provide insurance protection for their 
home. Instead, they are relying on the hope that when we have an earthquake it will be large enough 
to qualify them for federal disaster assistance. So I would tell you that you simply have a choice of 
helping restore these homeowners' ability to exercise their individual financial responsibility by 
enacting natural disaster legislation that will aUow our insurance maiket to function, or wait to 
appropriate federal disaster assistance to an ever-growing number of citizens in my area. 

1 find the abdication of individual responsibility to be one of the greatest threats our country &ces 
and that is why 1 believe H.R. 219 must pass and why I am working to establish a mechanism in 
Missouri to help our homeowners. 

I have had the privilege of serving as an officer of the Missouri Association of Insurance Agents and 
last year was the association's president. As such, I heard the concerns of agents in Southeast 
Missouri and surrounding states about abandoned maikets, moratoriums on new earthquake 
business, demands to reduce their earthquake exposures, and clients not being able to afford 
earthquake coverage. I also have heard from many direct writers from various companies stating 
that they are having similar problems. Also, during that time my late Congressman Bill Emerson 
had sponsored legislation that I hoped would help us with our market problem. Unfortunately, we 
lost a great spokesman for our cause when Bill passed away. 

MISSOURI EO TASK FORCE 

Out of this tragedy for my district two positive events occurred. First Congresswoman Jo Ann 
Emerson was elected and continues to lead Missouri's fight toward the enactment of meaningtiil 
disaster legislation. The second item was that as president of MAI A, 1 decided to form a MAI A 
task force to look into the earthquake coverage availability problem and see what our state 
association could do to help since it was not clear if we would receive any assistance from the 
federal government. In the sununer of 1997, our group of agents, two insurance company 
represenutives, and a representative from MDI met to discuss the issue. We soon realized this was 
a major problem for our agents and most importantly for our clients and we needed to get everyone 
in the insurance industry in Missouri involved in a possible solution. 

I invited the major writers of homeowners insurance in our state along with representatives from our 
state insurance trade organizations and the MDI to form a Missouri Earthquake Task Force. 
Attending the meetings have been representatives from State Farm, Shield of Shelter, Amerkan 
Family, Safeco/American States. Missouri Farm Bureau, Missouri Insurance Coalition, National 
Association of Independent Insurers, Columbia Mutual, Cameron Mutual. American Insurance 
Association, Employers Reinsurance Corp., E.W. Blanche Company, and Allstate Insurance. 
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My only agenda for this task force was do to something to alleviate the problem of restricting 
earthquake coverage markets in Missouri. At that tinoe I did not know what direction it wouki take. 
I was aware of the California Earthquake Authority (CEA) and thought that we should look at the 
application of this plan to Missouri. 

We invited a reinsurance intermediary and consulting group called PARAGON to meet with a 
technical working group of our task force. PARAGON analyzed the feasibility of using the CEA 
and the Florida Hurricane Catastrophe Fund (FHCF) approach in our market and reconunended that 
the FHCF approach seemed to be the best solution. PARAGON then presented their same analysis 
of the CEA and FHCF to our entire task force at our last meeting in January. The majority of the 
task force agreed that some form of the FHCF seemed the best solution for Missouri. 

We have a task force meeting scheduled for next month to start the process of reviewing and 
adjusting the NCOIL model legislation for natural disaster legislation to fit a Missouri approach. 
Our plan is to have this legislation ready for introduction, hearings, and hopefully passage in the 
next session of the Missouri General Assembly. 

Is the entire insurance industry in Missouri 100 percent behind what we are attempting? Of course 
not. But I will tell you the companies that are dominant writers of homeowners insurance are 
helping us with this process. As it is with natural disaster legislation on the federal level, the trade 
groups and insurance companies that are opposed tend to be those that feel this approach will give 
an advantage to another insurance company or group over them. In Missouri, our plan is to develop 
a program that will involve every insurance company that writes earthquake coverage on 
homeowners insurance. The only advantage given to anyone will be to the homeowners of 
Southeast Missouri. They will be the true winners! 

H.R. 219 SOLUTION NEEDED 

We believe the Missouri Earthquake Catastrophe Fund will go akmg way to solving our problems, 
but for a total resolution of our cnsis the Missoun fund will need the ability to purchase additional 
reinsurance, which would be provided by the Homeowners Insurance Availability Act (H.R. 219). 
The New Madrid fault poses too large of an exposure for Missouri to tockle by itself That is the 
threat these giant natural disasters have for any individual state in the U.S. Even California and 
Florida — with their vast financial resources — need the assistance of the federal government to solve 
this availability and afTordability problem 

The question that begs to be asked is why the federal government should help Missouri with its 
earthquake problem. The answer is that we are not looking for a free lunch or a hand-out. We are 
asking for help to solve the problem ourselves. It just will take time for us to raise the capital to 
wholly finance our fund and in the meantime we want to pay the federal government for the promise 
of reinsurance should an 8.0 earthquake strike the New Madrid fault. 
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I am here to ask your help in making sure that not only will the homeowners of Missouri be helped, 
but that aU American homeowners will be the true winners of your debate on natural disaster 
legislation. We need to allow people and their respective states the opportunity to be proactive in 
helping themselves prepare financially for a natural disaster wl^ere the private market has failed. In 
doing so. Congress would be reaffirming that our government and society place the utmost value on 
personal individual responsibility. 

As an Eagle Scout I always have remembered the Boy Scout motto: '*Be Prepared**. Mega-natural 
disasters are going to happen. Let us be prepared financially to restore the homes that are lost as a 
result of these events. 

I thank the Chairman and members of the Conunittee for their time and would welcome any 
questions you may have. 
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Mr. Chairman and Members of the Committee, H.R. 219. the 'Homeowners Insurance 
Availability Act of 199r is another step forward In addressing the loss of life and property 
and the social and economic problems brought about by natural disasters, not the least of 
which are the escalating insurance problems faced by millions of Americans and thousands 
of communities across the country. 

The United Homeowners Association (UHA) is a nationwide non-profit, consumer 
organization which in promoting and preserving home ownership, represents the interests of 
the nations 65 million homeowners. 

As individuals and as a nation, our homes represent our greatest economic and social 
investment. For the millions of Americans whose homes are not insured or are underinsured, 
that investment can be wiped out in minutes by natural disasters. 

Unfortunately, disaster victims are not limited to the disaster area. Since homeowners 
provide 90% of the federal income tax base, homeowners across the country end up paying 
for the federal response which over the last few years has been an a whopping $40 billion in 
federal emergency funding alone. In short, the 65 million homeowners as taxpayers and 
potential victims have the most to lose if we continue to ignore the disaster insurance 
problems spreading across the country. 

Having established a public record over the past seven years on the necessity of federal 
natural disaster legislation. I will limit my remarks to a reiteration as to why legislation is 
needed and then address specific concems with and recommendations for HR219. 

Even the most critical voice of the legislation would have a difficult time denying that there is 
a growing homeowners insurance problem in many of our most populated states. Because 
of the continued lack of affordable insurance, over 70% of California households are still not 
insured for earthquakes. In Florida the insurance problem is so great that the State of Ftorida 
is the second largest insurer in that state. 

Texans living on the gulf coast and New Yorkers on Long Island have witnessed the egress 
of insurance companies, an increase in premiums, a decrease in coverage and non renewal 
of policies. Hurricanes, earthquakes, floods, tornadoes, wikJ fires, hail, winter stomns, mud 
slides, and drought have provided residents of all states the opportunity to become disaster 
victims. Unfortunately, the experts tell us that more and greater disasters are on the way. 
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The fact is that extraordinary losses and the potential of more to come have caused insurers 
to stop insuring or to limit their coverage in many states. Right or wrong, the trend wiH 
continue as more disasters hit, leaving homeowners and their communities at the mercy of 
mother nature. 

As stated, all of us. no matter where we Hve pay for disasters. We do not take issue with 
coming to the aid of disaster victims or that the federal and state response is anything t>ut 
correct. But. we feel strongly that if homeowners, renters and small businesses had 
affordable and adequate Insurance and responsive building codes were established and 
enforced, the federal, state and local governments' (taxpayers) bills would be reduced by 
tens of billions of dollars. 

To those who oppose federal intervention in the disaster insurance crisis, I respectfully point 
out that the federal government which spends billions on disaster relief every year has been 
and will continue to be the insurer of last resort until we find a better and more 
comprehensive solution to disaster preparedness, mitigation, insurance and response. 

Realizing that H.R.219 is limited in its scope and application, it is at least a positive indication 
that the Committee and Congress is willing to tackle the issue. However, although well 
intended, the ability of H.R. 219 to bring affordable and adequate insurance back into the 
maricet place is questionable at best for the simple reason that the state disaster insurance 
programs which it backstops are ir.effective, seriously under funded or both. 

For example, despite the creatk)n of the Califomia Earthquake Authority (CEA). over 70% of 
CalKomia homes are still not insured for earthquakes. With a 15% deductible and limited 
coverage the CEA is out of reach for most homeowners. The failure of the CEA to provkto 
reachable earthquake insurance should come as no surprise since the CEA's purpose was 
not to provide earthquake insurance, but to aik>w the insurance industry back into the 
homeowners insurance market. Since the CEA has failed in its mission of providing 
affordable and adequate earthquake insurance to Califomians. H.R. 219 no matter how well 
intended will have little If any effect on the availability of earthquake insurance In Califomia. 

The situation in Ftorida may be worse since the state fund would collapse If a major hunlcane 
such as Andrew struck the coast line. Will federal reinsurance of the Fk>rkJa program as 
provided in H.R. 219 solve the funding problem? Since the state fund is severely under 
funded, affording reinsurance may be out of the question. If purchased , one event in Rorida 
could place severe financial strain on the federal backstop even with borrowing authority. 
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In essence, HR 219 might work if there were viable state programs in place providing 
affordable, adequate and dependable disaster insurance. In the three states with programs, 
that is not the case. Moreover, other states with disaster insurance problems are In no msh 
to create such programs. Since H.R. 219 currently effects Just three states and would have 
little effect on solving the disaster insurance problems in those states, we hope that the 
Committee wilt continue its efforts at finding a better solution or solutions to the disaster 
insurance problem faced by millions of homeowners and all taxpayers. 

We realize that Section 4 of H.R. 219 does provide for 'State Auction Programs" apparently 
for all states, even those who do not have state plans. Whether states would or could take 
advantage of the legislation is another matter. 

In the event H.R. 219 goes to markup by the full committee^we recommend that Section 5 be 
amended to include "apartment buikJings". Over 30% of Americans live in apartments^ in 
states such as California that percentage is over 40%. The rebuilding and repair of 
apartment buildings after disaster strikes is extremely important especially to moderate and 
low income families and individuals whose choices are limited. It is also important to 
homeowners since many mixed use neighborhoods exist. If apartments are not repaired or 
replaced, the entire neighborhood suffers as welt as the former tenants. 

In closing, in so far as H.R.219 contributes to an eventual solutton it is a step in the right 
direction in recognizing a federal role in the disaster insurance prot>iem facing millkKis of 
homeowners in many states. 

We would be remiss if we did not recognize the work and dedicatton of Representative Lazio 
and the Committee in keeping the issue before Congress and the Administratk>n and trying to 
solve a complex problem with many diverse and powerful stake hokJers. 

We took fon^^ard to working with the Committee and its dedicated staff in perfecting H.R. 219 
and offering viable alternatives in our never ending quest to make sure that our homes, 
communities and lives are protected as well as possible from the ravishes of natural 
disasters. 

Thank you. 
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The Alliance of American Insurers is a national trade association representing more than 
270 property and casualty insurance companies. Alliance membership is diverse, including 
major multi-line writers doing business in every state, as well as regional writers and niche 
companies. Alliance members offer a broad range of personal and conmiercial insurance 
produas. We offer the following conmients regarding H.R. 219, the Homeowners' 
Insurance Availability Aa of 1997 for consideration by the conunittee and request j^hat our 
statement be entered into the conmiittee's hearing record. 

Over the last decade or more, the Alliance has been involved in the discussions of proposals 
that have been suggested to deal with the catastrophe issue. While the Alliance supports 
government involvement in areas such as flood insurance, we believe that H.R. 219 would 
encourage greater government involvement than is warranted at this time. 

H.R. 219 as currently drafted requires the Treasury to offer single-year Federal reinsurance 
contracts to eligible state insurance programs to cover residential losses in the event of a 
natural disaster. The Federal reinsurance backstop of H.R. 219 becomes applicable once a 
participating state's capacity to cover insured losses is exceeded. This level would vary for 
different sutes, but would generally apply to events that have a chance of occurring of less 
than once every 100 years. 

Several states have developed property insurance and reinsurance pook to handle the results 
of catastrophic events such as hurricanes and earthquakes. Examples of these plans are the 
California Earthquake Authority and the Florida Hurricane Catastrophe Fund. Hawaii also 
has a pool to reinsure hurricane losses. Other states have pooling arrangements that could 
be reorganized to qualify as state pools as defined in H.R. 219. Still other sutes may be 
encouraged to form pook in order to potentially obtain federal reinsurance funds as 
contemplated in this proposal. We believe as presently drafted, H.R. 219 would encourage 
formation of state insurance plans. 

Both the growth of these state plans and the federal response to reinsure them is of great 
concern to the Alliance. Except in rare instances of market failure, our member companies 
believe that insurance issues are best left to private market solutions. Therefore, the Alliance 
opposes the present form of H.R. 219 and the underlying premise that state pook need 
federal reinsurance. The Alliance believes that state pools perpetuate a regulatory 
philosophy among some state insurance regulators that result in suppression of rates and 
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mandatf parcidpation in writing insurance using inadequate rates. In our view this results 
in substantial market dysfunaion. 

A principal reason for some of the problems in some costal areas is inadequate land use and 
continued construction development. Not only does construction continue of homes and 
businesses on beach fronts and faidt lines, but not enough has been done to require that 
these properties are built to withstand even moderate wind storms or ground shaking. The 
same problems are faced by the federal flood program where major sections of towns are 
allowed to rebuild following a flood only to be faced with the virtual certainty that another 
flood will subsequently occur. 

This results in an endless cycle, wherein both federal and state governments spend huge 
taxpayer money in disaster relief and to rebuild infrastructure in flood, hurricane, and 
earthquake zones as well as furnish low cost loans or outright grants to people who had 
declined to purchase available insurance. We believe that the wisdom of these pohcy 
decisions to spend taxpayer funds for disaster relief should be addressed prior to passing any 
legislation on the federal level. 

The Alliance believes that state pools and a federal reinsurance program to insure those 
pools, as proposed by H.R. 219, will place a continued burden on insurance companies to 
provide coverage for properties at taxpayer and insurance policyholder subsidized rates. 
The mitigation issue, as pointed out above, is what the Alliance believes to be the central 
issue to resolving this national problem of coping with natural disasters. H.R. 219 as 
presently drafted fails to provide adequate funding to ensure some level of property 
mitigation. We encourage Congress to utilize mitigation as an important and vital tool in 
this debate to address disaster insurance. 

As suted above, the Alliance opposes H.R. 219 because it would continue to perpetuate the 
cycle of insurance rate suppression, rate subsidization, and overbuilding. The Alliance 
would be pleased to participate in any discussion that would seek to deal with the core 
issues of establishing an enforceable building code and a national mitigation poUcy. 

The Alliance thanks Chairman Leach for holding this hearing and encourages the 
committee to condua oversight hearings into the various issues prior to moving ahead on 
H.R. 219. We look forward to working with the committee and to provide whatever 
additional information that is needed. 
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The American Academy of Actuaries appreciates the opportunity to provide comments to the 
House Banking Committee on the prospect of federal reinsurance for homeowners* insurance 
coverage in catastrophe-prone areas. The Academy hopes that you find these comments helpful 
as you review H.R. 219, the Homeowners' Insurance Availability Act of 1997. The actuarial 
profession is uniquely qualified to examine the issues relating to insurance and reinsurance of 
natural disasters because of actuaries* extensive practical experience in pricing natural disaster 
coverage for the private marketplace. 

The House Banking Committee has asked the Academy to comment on the actuarial provisions 
contained in H.R. 219. Specifically, this testimony discusses the need for a federal program, the 
attachment point for federal coverage, the determination of risk load, the federal limit of liability and 
eligible losses. 

The Need for a Federal Program 

As stated in H.R. 219, among the findings of Congress are that "the lack of sufficient insurance 
capacity threatens to increase the number of uninsured homeowners ..." and "... while State 
insurance programs may be adequate to cover losses fix>m most natural disasters, a small percentage 
of events are likely to exceed the financial capacity of these programs and the local insurance 
market." Therefore, "... Federal reinsurance for State disaster insurance programs will improve 
the effectiveness of such state initiatives and increase the likelihood that homeowners' insurance 
claims will be fiilly paid in the event of a large natural catastrophe ..." 
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To summarize, the authors of H.R. 2 1 9 befieve that a federal reinsurance program is needed because 
the private insurance marketplace does not have sufficient capacity to ensure payment of losses to 
residential property in the event of a truly severe natural disaster such as a major earthquake or 
hurricane. Although this may be currently true of the traditional insurance and reinsurance market; 
it should be noted that there have been attempts, (e.g., Chicago Board of Trade options, catastrophe 
exchanges, "Act of God" Bonds), with varying degrees of success, to move beyond the traditional 
market and to tap the capital markets for capacity for catastrophic perils. This notion is discussed 
in H.R. 2 1 9, which requests that the Secretary of the Treasury report to Congress on " . . . the extent 
of the market for resale of reinsurance contracts under this Act in the capital markets." 

One of the roles of a federal reinsurance program could be to determine in advance whether there 
is sufficient capacity in the private markets- both insurance and capital. This will help the federal 
government achieve the stated desire for the program to "... not interfere in the private markets." 
Such determination would have to be performed annually and would have to explore all available 
options including newly developing and emerging products or markets. The federal government 
would not want to stifle the development of new derivatives or other securities that may help resolve 
such capacity shortages. 

AttachmeDt Point for Federal Coverage 

H.R. 219 proposes to provide $25 billion of excess coverage to state insurance programs and state 
reinsurance programs. Each state program has a limited ability to cover residential property losses 
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for catastrophic perils, which is defined as the state claims paying capacity. The federal government 
does not want to interfere with the private market; therefore, the attachment point needs to balance 
the state capacity with the private marketplace's ability and desire to provide coverage. 

H.R. 2 1 9 provides for a minimum attachment point for existing state programs to be the greater of: 

(a) $2 billion; or 

(b) the current claims paying capacity of the eligible state program, as of the date of 
enactment of the Act. 

For new programs, those commencing on or after January 1 , 1 998, an additional test is included such 
that the minimum attachment point is the greater of (a) or (b) above or: 

(c) "an amount, determined by the Secretary in consultation with the National 
Conmiission on Catastrophe Risks and Insurance Loss Costs established under 
section 10 of the Act, which is sufficient to cover eligible losses in the State for all 
events having a likelihood of occurrence in any 1 2-month period that is greater than 
one percent." 

Because a tiered test is applied, it is possible that the federal attachment point will be greater than 
the state's claims-paying capacity, leaving a gap or loss corridor. Such a loss corridor can have 
positive effects, such as providing the state with incentive to aggressively pursue private market 
coverage and to be vigilant on claims settlements. However, if there is no private capacity available 
what are the consequences? Will the state treasury have to fund the losses? Will claim payments 
to the insureds be prorated? 
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In a time of a major catastrophe, a state's resources will be severely stretched. Tax revenues will be 
reduced and there will be damage to infrastructure and government buildings that may be self- 
insured. The federal program and state funds would cover only residential property losses. 
However, there will also be significant commercial insurance losses. Before one can propose a 
formula that may lead to a loss corridor between the state and federal programs, the issue of funding 
for this corridor needs to be addressed. 

In the federal attachment formula, a $2 billion threshold is used as one of the tests. This threshold 
will either prove to be irrelevant (i.e., all states will easily satisfy the test or it will prove to be 
difficult for all to reach) Or it will create uneven access to the federal program favoring large states 
and/or states with significant exposure to catastrophes. Congress should consider whether such 
uneven access is the intent of this legislation. 

Determination of Risk Load 

There are a number of considerations that need to be explored when determining an appropriate risk 
load. In the Act, the definition of the risk-based price seems to infer that it is intended to be simply 
the expected costs or expected losses. Therefore, an additional risk load will be appropriate. The 
magnitude of the risk load should depend upon a number of considerations. 

Assuming that the risk-based price is in fact an estimate of the expected losses under the program 
without an additional risk load, the following need to be considered when detemiining the risk load: 
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1. Repayment by state program - Section (7) Paragraph (6) explains the terms of 
repayment should a state program collect from the federal government It infers that 
federal government will ultimately be fully reimbursed for coverage provided. If this 
is true, the only risk home by the federal government under the program is credit 
risk, or the risk that the state will be unable to fully repay. Timing risk is eliminated 
since the state program requires repayment of interest costs. 

2. Codifying a risk load - The legislation states that the risk load shall be not less 
than the risk-based price. We reconmfiend against stating a risk load or even a 
minimum load in the legislation. Any number stated will be used as a benchmark by 
the private insurance or reinsurance industry. In addition, while a minimum may be 
appropriate today, it is possible that over time the appropriateness of that minimum 
may change, and in the future that minimum load may prove to be excessive. 

3. Risk load based on specific state circumstances - A risk load needs to reflect 
a variety of circumstance specific variables, in addition to the repayment terms noted 
in item 1 above. These variables include the probability of catastrophic losses, the 
federal attachment point, and the concentration of exposures in a given area. Because 
these variables will change over time, it is essential to review the risk load on a 
regular basis. 
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4. RcpayncBt to State Programf — The Act does not discuss what happens to the 
accumulated piemiums in the event that no eligible event occurs. The potential for 
return of pcemiums and/or investment income to the states needs to be factored into 
the risk load calculation. 

5. Actual Market Pricing - Real markets do not always behave as theory predicts; 
therefore it is not sufficient to rely solely on a theoretical approach when calculating 
a risk margin. Consideration needs to be given to the then-current competitive 
environment, as well as the cost of capital for the private market. A theoretically 
sound price that is below the nuuket demands will interfere with that market. 

It is our recommendation that the National Commission advise the Secretary on both the risk-based 
price and the risk load and that each be based on the state programs' specific variables. The 
Secretary should also look to the private market as a guide for an appropriate risk load. 

Federal Limit of Liability 

The Act sets a maximum limit of $25 billion on annual payments under all contracts for the federal 
program. Since coverage of up to $25 billion will be offered to each qualified state program, the 
total coverage in force may be many times this maximum limit. The Act does not specify how this 
maximum limit would be shared in the case of multiple eligible events, or in the case of a single 
event that affects more than one state program. Of particular concem is the timing differences in the 
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payment of losses. Should an eligible event occur early in the year, would the federal government 
hold back funds otherwise payable in anticipation of additional eligible events later in that year? 
For example, if a January earthquake were to occur, the federal program would not know what 
percentage of the coverage limit would be available to the affected state program until the year 
ended. Therefore, payments to the state program and payments to the homeowners would likely be 
delayed. 

The language concerning the time period of coverage also needs to be refmed. In the Act, it states 
"... the maximum amount paid for all events in any single year by the Secretary pursuant to claims 
under all contracts for reinsurance under this Act shall not exceed $ 25 billion". This could be read 
as an annual payment limit, but not a coverage limit. For example, if a single event or series of 
events occur in a twelve-month period with damages equal to $50 billion but payments extend over 
a two-year period of time, would the federal program pay up to $25 billion each year? Or is the 
intent to limit the payment to $25 billion for all events occurring in a single year regardless of when 
the payments are made? 

We have assumed that all federal reinsurance contracts will run concurrently, therefore have a 
common inception date. If contract effective dates are staggered, then the issue of aggregate 
payment limits and proration of claim payments will be more difficult to manage. 
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Eligible Losses 

In the definition of eligible losses included in the Act, there is a time limit noted as " ... claims for 
property losses covered by qualified lines that are paid within the 3-year period beginning upon the 
event . . . ". While we understand the desire to put a time limit in place for payment of losses, it 
should be noted that all loss payments for the 1994 Northridge earthquake were not paid within in 
a three-year period. An even more severe event could easily result in loss payments extending over 
a period of time well in excess of three years. 

Other Considenitloiis 

The Act places a higher standard on new programs than on existing state programs. Not only is there 
a third test in the determination of the federal attachment point, but new programs are required to 
charge premiums rates that, "... at a minimum, are sufficient to cover the full actuarial costs of such 
coverage . . . ". No such standard is present in the Act for existing state programs. 

The Act requires repayment from a state program in the event that program receives claims payment 
from the federal program. However, the Act also gives the State insurance conunissioner the 
authority to terminate a state program if the conunissioner believes that the program is no longer 
needed. How will the federal program be reimbursed if the State commissioner ends the state 
program? 
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Congress should consider the interrelationship (if any) between the federal reinsurance program 
established in this Act and federal disaster relief programs. In particular, should the reinsurance 
program established in the Act increase the availability of homeowners* coverage in catastrophe 
prone areas, then there may be a savings to the federal government in the form of reduced disaster- 
relief outlays. On the other hand, if disaster relief outlays continue to be made available to states that 
do not establish their own reinsurance programs, then the incentive to establish state programs that 
address this issue may be severely diminished. 

The Academy supports the inclusion of professional actuaries on the National Commission on 
Catastrophe Risks and Insurance Loss Costs. The Academy would be available to work with the 
Secretary to identify actuaries who are qualified to serve on this Conmfiission. 

ConclusioD 

The stated goal of the Homeowners Availability Act of 1997 is to provide protection to state 
insurance programs to ensure solvency in the event of a catastrophic event, while at the same time, 
not interfering in the private marketplace. We have identified sections of the current Act where we 
believe that the Academy could provide expert analysis and support to Congress. The American 
Academy of Actuaries is available to provide assistance to Congress on this legislation or any 
subsequent Acts that are proposed on this topic. 
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HR 219 - THE HOMEOWNERS INSURANCE AVAILABILITY ACT OF 1997 

APRIL 23, 1998 



The California Credit Union League represents more than eight million credit union 
members and more than 725 credit unions in the states of California and Nevada. 
We appreciate this opportunity to submit comments in support of legislation 
designed to establish a federal reinsurance program to backstop the efforts of the 
private casualty and property insurance industry and provide adequate disaster 
insurance coverage for the millions of homeowners in our region of the nation. The 
Congress has three major bills before it to address this issue: HR 219 with forty 
cosponsors including eight members of Congress from California and Nevada; HR 
230 (six cosponsors from California) and HR 579. These legislative initiatives are 
all an excellent start in designing a comprehensive solution to the problem that 
homeowners across the nation face as a result of catastrophic earthquakes, 
hurricanes or tsunamis. We are mindful that the Treasury Department has not yet 
endorsed any of these bills but we strongly urge the House Banking Committee 
and the many cosponsors of these measures to work together speedily to devise a 
comprehensive package that the Congress and the Administration will support and 
enact promptly. 

THE EXISTING DISASTER INSURANCE SITUATION 

Risk management experts have noted that the risk of natural disasters has 
increased significantly in recent years. For instance insurance analysts contend 
that: 

* The 1 926 hurricane that hit Miami in 1 926 would result in property losses 
of more than $70 billion today. 

* The probable maximum loss from a California quake today is more than $50 
billion. 

* A Midwest quake along the "New Madrid fault line could result in losses of 
close to $100 billion. 

* Hurricane Andrew losses totaled more than $33 billion, with approximately 
half of that insured. 
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One recent study by an insurance research group estimated that approximately 
one-third of property insurers could be bankrupted in the future by a $50 billion 
catastrophe (Insurance Services Office-1996). 

In short, this is a national problem which will require a national approach if we 
intend to protect homeowners across the nation from a future financial disaster. 

THE CALIFORNIA DISASTER INSURANCE PROBLEM 

The California Earthquake Authority (CEA) was established by the state 
government after the January 1994 Northridge Earthquake and began operation in 
December 1996, a little over a year ago. The CEA receives no public money and is 
funded by several sources including initial capital of $1 billion from private 
property insurance companies in the state, a standby assessment of $5 billion 
from private insurers to be drawn down after the next large earthquake, third party 
reinsurance of $3.5 billion and a $1 billion line of credit. 

However, to limit losses and payments to California homeowners after the next 
large earthquake, the CEA program contains the following provisions 

* Dramatically reduced coverage of property losses. The CEA policy carries a 
15% deductible and has no coverage for outbuildings such as garages and 
other structures not attached to the house. 

* A $5000 limit on personal property coverage. 

* Premiums that are two to three times higher than in other geographic areas. 

* No backup coverage if losses from the next earthquake exceed the financial 
resources of the CEA. 

Effectively, the deductible or homeowners' self insurance can total 20- 25% of the 
costs of repairing or replacing a home damaged by the next large natural disaster. 
Moreover "in the event that an earthquake or a series of earthquakes exceeds the 
available resources of the Authority, policyholders claims will not be paid in full. 
Instead of taking that risk, many policyholders will make the economic decision to 
not purchase a CEA policy, knowing, or at least hoping, that the federal 
government will be there with resources after an earthquake" (testimony of the 
CEA before the House Banking Committee-June 24, 1997). In short, the current 
disaster insurance situation in California, and many other states is a disaster 
waiting to happen - with millions of homeowners and lenders (including credit 
unions) gambling that the federal government will provide massive disaster relief 
assistance after the next natural disaster catastrophe. 
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The California Credit Union League believes it makes more sense to take 
preventive actions now, establishing a federal natural disaster reinsurance program 
as soon as possible, to reduce the need for massive federal natural disaster 
expenditures later. 

IMPACT ON MORTGAGE BORROWERS AND MORTGAGE LENDERS 

Insurance companies have several strategies for reducing their financial exposure 
to disaster risks. "Redline" or simply refuse to renew earthquake coverage in higher 
risk areas. "Ration" insurance coverage by not selling policies with disaster 
coverage to new customers or homeowners. Or, if the state insurance regulators 
will not permit rationing, establish large deductibles to minimize claims and to shift 
the disaster financial risk to homeowners and mortgage lenders. And finally, 
charge premiums that are so large that customers will not voluntarily buy that 
coverage 

From a risk minimization perspective this is rational behavior by a private insurer 
attempting to reduce the risk of extraordinary payouts. However, it is poor public 
policy and leaves homeowners, particularly young, and low-to moderate income 
home buyers with high loan to value mortgages, with the risk of catastrophic 
losses. California and Nevada already have high personal bankruptcy rates; those 
bankruptcy rates would clearly soar unless adequate homeowners insurance 
coverage becomes available soon. 

As for mortgage lenders (including credit unions) in high risk areas, they face the 
same choices as the insurance carriers. However CRA and similar lending 
requirements prevent many of them from refusing to lend in many higher risk 
areas. They may either accept the risk of disaster losses or be forced to charge 
higher mortgage interest rates for assuming the risks of covering disaster losses. 

These are not satisfactory public policy solutions to the disaster insurance 
problem. Merely shifting the risks backwards to the home borrower or forward to 
the mortgage lender is a form of "financial hot potato". It does not resolve the 
fundamental problem. 

GUIDELINES FOR A FEDERAL REINSURANCE PROGRAM 

Homeowners (many are credit union members) may have very different objectives 
than those of the insurance industry in designing responses to the disaster 
insurance dilemma. 

The California Credit Union League would strongly support a federal reinsurance 
program that meets the following tests and protects the homeowner and 
particularly the first-time home buyer with a high loan-to value mortgage. 
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The program should ensure that private insurers will offer comprehensive 
coverage against disaster risks; with low or nominal deductibles. The 
policies should be modeled after automobile collision coverage where close 
to 100% percent coverage is available. 

The disaster insurance risks have to be spread over a large enough 
population so that the insurance premiums will be modest and reasonable. 

Through the availability of adequate coverage, protect mortgage lenders 
against assuming disaster risks to ensure that mortgage financing will 
continue to be available to all eligible borrowers. A well-structured federal 
disaster insurance program would prevent subtle forms of economic 
"redlining". 

Such a program would protect the federal deposit insurance funds from 
becoming the "de facto" disaster insurer - accepting the risks inherent in a 
mortgage portfolio which does not have adequate disaster insurance 
coverage. 

And finally, a well-structured federal disaster insurance program would 
obviate the need for vastly increased post-disaster federal expenditures in 
the future - expenditures that are likely to total in the tens of billions of 
dollars. It would seem reasonable for the federal government to "pay now"- 
accept some reinsurance risks, rather than "paying later" through massive 
emergency appropriations after the next natural disaster catastrophe. 
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^k^ONAL Taxpayers Union 



Statement of 

David L. Keating 

Senior Counselor 

National Taxpayers Union 

on 

HR219 

submitted to the 

Committee on Banking and Financial Services 
U.S. House of Representatives 

April 23. 1998 

The 300,000-member National Taxpayers Union strongly opposes HR 219 because if this 
bill becomes law, automatic and massive taxpayer losses of up to $25 billion (and more in the 
future) could result fixmi a natural disaster. We fear that support for this legislation among 
special interests outside Congress is primarily being driven by a small number of insurance 
companies that have mismanaged their underwriting. In its current form, HR 2 1 9 proposes a 
massive increase in corporate welftre. 

HR 2 1 9 creates many disincentives for the states to property regulate insurance rates in 
high-hazard areas and the insurance iiKlustry to property assume risks in a disciplined fuhion at 
the right price. It proposes nothing to encourage insurance companies to manage their disaster 
insurance risks well, and if passed would result in rewarding companies that have been the least 
disciplined and the least professional in their accumulation of risk. 

The bill would establish a new federal Disaster Reinsurance Fund and associated 
bureaucracy in order to provide insurance for state insurance programs. Unfortunately, the 
legislation would encourage state insurance funds to choose federal insurance rather than private 
insurers and reinsurers, putting American taxpayers at great risk for massive losses. The 
legislation essentially makes the federal government liable to pay the losses for an insurance 
scheme over which it has no significant regulatory control ! This bill effectively creates a federal 
entitlement to a loss payment to homeowners after a significant disaster. 
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Even if the state programs were subject to extensive federal regulation, that is no 
assurance that expensive losses could be avoided. Much of the expense of bank and savings and 
loan bailouts of the 1980s occurred even though these industries were under extensive federal 
regulation. 

While there is always substantial danger of political influence in the rate-setting process, 
these dangers are particularly acute for the rates that may be charged for the federal insurance to 
the state insurance pools. State governors and legislators have special access to members of 
Congress and the Secretary of Treasury. This access and influence is in addition to the other 
pressures that would normally exist. Therefore, it is quite likely that premiums for reinsurance 
pools will be set at an aitiflcially low level, especially since the electoral-vote rich states of 
California and Florida would likely be subsidized if this legislation becomes law. 

In conclusion, we strongly urge the Committee to remember that even the best- 
intentioned programs can have budget-busting consequences. While legislation may be needed 
to reduce the impact of natural disasters. Congress must ensure that it does not create another 
fiscal disaster. HR 219, as written, would virtually guarantee a fiscal disaster in the future. 
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